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CONTRIBUTORS TO THE 


JUNE ISSUE 


Joun B. Cannine, Associate Professor of 
Economics at Stanford University, was intro- 
duced in the last issue to the readers of the 
REVIEW. 

Harvey C. Daines is Associate Professor 
of Accounting at the University of Chicago, 
and is assistant comptroller of that institution 
as well. His article has been adapted from a 
paper presented at the last meeting of the 
Association. 

E. A. Herman, Professor of Accounting at 
the University of Minnesota, is assistant edi- 
tor of the Review. His article is an impor- 
tant contribution to the little-considered 
phases involved in the question, When is in- 
come realized? 

Cuester F. Lay last year organized the 
Texas Association of University Instructors 
in Accounting and has served as its first presi- 
dent. His article is an outgrowth of his man- 
agerial accounting courses at the University 
of Texas. Besides having taught at several 
other American universities, Mr. Lay was 
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once an instructor at Robert College (Constan- 
tinople ). 

Howarp S. Nose spent last year on sab- 
batical leave in Great Britain studying cost ac- 
counting. He is Chairman of the Economics 
department and associate professor of ac- 
counting at the Los Angeles division of the 
University of California. At one time he was 
consulting cost accountant with the Washburn- 
Crosby Company. 

Cart B. Rossins, author of the book, “No- 
Par Stock,” is assistant professor of account- 
ing at Stanford University. His advocacy of 
full information in corporate reports will meet 
with favor among accountants generally, 
knowing, as they do, of the resulting benefits 
which flow to both creditors and investors. ° 

DR Scorrt is professor of accounting at the 
University of Missouri, and the author of 
“Theory of Accounts,” of which the first 
volume has been published. During the Great 
War he was a statistician with the General 
Staff in France. 
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BUSINESS SECRETS 


Caru B. Ropsins 


VERY CORPORATION should be com- 
E pelled by law to publish complete 

detailed reports of its internal af- 
fairs! This shocking proposal is receiving 
considerable attention in the United States 
today. A book has come forth on the sub- 
ject; magazines and newspapers have given 
much space to it; legislators are being 
pressed to consider its soundness. Un- 
fortunately, however, the layman will 
search in vain for much of anything on 


‘the topic other than downright propa- 


ganda. The literature is confusing and 
unsystematic; it is biased and unfair—in 
a word, dangerous. 

On one side of the question stand those 
reformers who urge adoption of the pro- 
posal on the ground that it would protect 
defenseless stockholders from being swin- 
dled by corporate managers and would in 
other ways contribute to the public wel- 
fare. The opposition is composed of 
those corporate managers who maintain 
that the proposed laws would not only 
fail to produce the good results expected 
of them, but would also hamper business 
activity and progress. For their conflict 
these contestants have produced the most 
mysterious engines of war, which are 
heavily camouflaged and sometimes emit 
flares of blinding brilliance, but generally 
operate under heavy smoke screens. All 
wars are marked by lulls between battles 
when the mad feverish fighting ceases tem- 


porarily, periods during which the thunder 
and blazes and smoke die away, thus af- 
fording an opportunity for the neutral re- 
porter to make an inspection and furnish 
his readers with an account of what is 
happening behind the scenes. Still speak- 
ing metaphorically, such a lull has oc- 
curred in the war under discussion, during 
which the defendants apparently are re- 
constructing their campaign plans to re- 
gain the ground they lost when Professor 
Ripley led the big drive with his Mam 
Street and Wall Street. It was at this 
point that your reporter prowled through 
both camps taking inventory. The fol- 
lowing account of the stock-in-trade found 
in each camp is a brief enumeration of 
the instruments of war, together with ex- 
planations of their operation and estimates 
of their importance. Particular care has 
been taken to point out the cleverly decep- 
tive camouflage covering most of the con- 
trivances. 

At the outset it is necessary to restate 
the vague proposal, if possible, in more 
definite terms. What are “complete de- 
tailed reports of internal affairs”? Ap- 
parently “complete” reports would include 
at least a statement of affairs, or balance- 
sheet, and a statement of incomes and ex- 
penses, or operating statement. That 
which constitutes a “detailed” report can- 
not be defined sharply. Detailing or sub- 
dividing is a matter of degree. It is 
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obvious that the proposal desires to dis- 
pose of large groupings of items; the fixed 
assets, for example, would appear in the 
balance sheet not as a single group, but 
separate figures would be given for land, 
buildings, equipment, etc., and likewise the 
liabilities, incomes, and expenses would be 
itemized. The degree or extent of this 
subdivision of items can be stated only in 
the most general terms. Apparently it is 
intended to secure for public inspection 
reports which are detailed at least as fully 
as is customary in the particular trade for 
the use of creditor banks. 

As often stated the proposal reads that 
corporations should be compelled to “pub- 
lish” detailed reports: Yet it is obvious 
from the context of the literature that it 
is not intended to attach a literal meaning 
to the word publish. More specifically the 
intention is that a copy of the reports 
should be mailed to every stockholder and 
a copy filed in governmental records which 
are open for public inspection. 

With these conceptions of the proposal 
in mind we proceed with a discussion of 
its virtues and shortcomings. First the 
reputed advantages of the plan will be 
analyzed; then the objections to the 
scheme will be examined; and finally some 
general observations and conclusions will 
be given. 

(a) A stockholder who insists upon 
an explanation of why his demands for 
information have been denied is likely to 
receive from the corporate management a 
reply of this nature: “There are several 
reasons why the corporation must refuse 
to give out information of its internal af- 
fairs. For example, if it should be made 
known that we were reaping large profits, 
an army of competitors would swoop in 
upon us; prices would be cut, and our pro- 
fits scattered to the four winds. Or on 
the other hand, if it leaked out that we 
were not doing as well as in years past, we 
would encounter an insuperable obstacle 
when we enter the money market next 
spring to raise funds for purchasing our 
supply of raw materials. If you will stop 


and consider it a moment, Mr. Stockhold- 
er, you will see that we are compelled to 
keep things a little secret just to protect 
the best interest of yourself and your cor- 
poration.” 

This is assuredly valid logic and busi- 
ness acumen, and the stockholder departs 
with the happy thought that his funds are 
being managed by a group of competent 
business men. He is satisfied ; the manage- 
ment is satisfied—should the public law- 
maker concern himself further with the 
case? In spite of the fact that the above 
analysis would indicate the contrary, the 
correct answer appears to be an affirma- 
tive. Let’s explain: 

Suppose that in fact the corporation is 
inefficiently managed and small operating 
losses are being incurred. Then it follows 
that additional funds supplied this cor- 
poration by the money market, whether 
loaned outright or given in return for 
stock, will be wasted. More specifically, 
the materials and labor purchased by these 
funds, once they are in possession of the 
corporation, will be wasted. Wasted in 
the sense that more finished products 
would have been fabricated from them if 
their control had passed into more efficient 
hands. And this waste might have been 
avoided if the suppliers of capital had 
been informed accurately beforehand of 
the trend of the business. For neither 
money lenders nor stock purchasers are 
anxious to encourage the operations of 
losing business concerns. 

In a case of inefficient management, were 
the facts made known, the natural course 
of business devolution would substitute a 
capable management. While on the other 
hand if the losses were attributable not to 
incompetent executives but rather to other 
causes outside executive control, the busi- 
ness assets would be liquidated or convert- 
ed to another line of production. In either 
instance further waste of materials and 
labor would be avoided. 

This situation is puzzling at first sight 
in the light of an obvious question: Why 
should corporate directors and managers, 
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who are stockholders themselves, wish to 
continue operations when nothing other 
than a long line of losses is in prospect for 
the future? The same question was put 
by a perplexed man who wanted to know, 
“Why do those chronic losers among New 
England cotton mills stay in business?” 
Certainly it is not logical to suppose that 
directors would wish to continue opera- 
tions if they did not expect that a change 
in their business conditions would arrive 
eventually to change the complexion of 
the red ink figures. But this superficial 
logic is not to be relied upon, for circum- 
stances are often such that it pays the di- 
rectors to carry on the struggle, and keep 
losses at a minimum, long after all hope of 
ultimate profits has vanished. Explana- 
tion of this paradox may be found in the 
fact that those in control of a corporation 
are receiving such high salaries for their 
services that the loss through not receiv- 
ing dividends on their stock is relatively 
insignificant. In other words the high 
salary may mean much more than the lack 
of dividends and to discontinue business 
would destroy the salary. It is also true 
that not much in the form of dividends 
needs be foregone, for in most states only 
a few shares of stock must be owned in 
order to qualify their holder for election 
to the directorate. Directors of corpora- 
tions organized under the laws of Dela- 
ware need not be stockholders. When 
there is a large amount of stock widely 
held, and a ready market for it exists, it is 
not impossible for outsiders to step into 
these positions. The procedure is simply 
for a few friends to enter the market and 
buy a large block of stock, elect one an- 
other to the directorate, place themselves 
in executive positions and fix their own 
salaries, then sell their stock back to the 
market—perhaps at a small loss—and in- 
vest their funds in the dividend paying 
stocks of other corporations. The only 
iq is to oust those already in con- 
rol. 

The high salaried position is the import- 
ant thing. Where is the branded failure 
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of the business world to turn for another 
position without a drastic reduction in 
salary? When one considers that a repu- 
tation for producing profits is the most 
important of an executive’s personal as- 
sets, it is not difficult to understand why 
some corporations continue to operate at 
a loss in the face of an eternal ebb tide. 

Against this advantage of early detec- 
tion and elimination of the invalid enter- 
prise or the incompetent management, one 
must set a qualifying objection. The early 
life of many of our most successful busi- 
ness enterprises has been marked by 
severe growing-pains; heavy losses were 
suffered for the first few years while the 
concerns were gaining their foothold, and 
these had to be met by additional contri- 
butions by stockholders to the original 
capital fund. In such instances it is diffi- 
cult to raise the additional funds when the 
new prospective stockholders have been 
forewarned of the current losses sustained 
by the corporation. Therefore it is ar- 
gued, and not without a show of reason, 
that a law which compelled publicity of 
all corporate information might operate 
like a frost to nip-in-the-bud many really 
sound business projects. Similarly it is 
said some established concerns might be 
liquidated at the clamorous demands of 
excited stockholders when the businesses 
ran into a stretch of losses as a result of 
bad business conditions, whereas if the 
losses had been concealed, the concerns 
might weather the storm and eventually 
reach the open sea of high profits again. 
This picture is painted by making it anal- 
ogous to an unreasoned run on a tempo- 
rarily embarrassed bank, which is funda- 
mentally sound although it has been crip- 
pled by a run because its assets were not 
very liquid. Had it not been for some 
alarming news everything would have gone 
along very nicely. 

It is perhaps true that these objections 
are more impressive than their real signifi- 
cance justifies; certainly their weight does 
not stack up well against the advantage 
for importance. 
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(b) Another advantage attributed to 
the proposal is that it would avoid the 
payment of excessive executive salaries. 
No one doubts that there are many over- 
paid corporate executives. This offense is 
most prevalent in those corporations 
whose directors and executives are the 
same group of men; they fix their own 
salaries and no man is inclined to be very 
strict with himself. The condition of 
overpaid management may exist for a long 
period without detection if the proper cir- 
cumstances are attendant. First, the 
executives must refrain from bragging 
about their large incomes and resist any 
temptation to put on vulgar display; sec- 
ond, they must make their salaries and 
positions secure by maintaining their con- 
tinued election to the directorate; and 
finally, the corporation must be favored by 
some circumstance which permits it to 
earn more than an average or normal in- 
come on its investment. These are the 
ideal conditions, but a much less favorable 
set of circumstances may place the man- 
agement in position to turn the trick in 
its own favor. It hardly needs be added 
that where these conditions obtain, and 
itemized expense and income reports are 
not made public, a strong temptation 
exists for the directors to overpay them- 
selves. 

It is not a rare experience at all to dis- 
cover corporations which are producing 
average net profits and paying normal 
dividends for their industry, but which on 
account of some great advantage such as 
monopoly, favorable location, or brand 
reputation, should be earning much more 
than their less fortunate competitors. The 
surplus profits which should be delivered 
to stockholders in increased dividends are 
absorbed in the expense accounts by the 
payment of excessive salaries. If detailed 


expense reports were available for all cor- 
porations, these men would be forced to 
reduce their own salaries or explain why 
the unit cost for management of their 
corporations is so much higher than that 
of competitors. 


Were the writer inclined 


to point a finger at specific offenders and 
call their names, the reader would be fur- 
nished with some highly entertaining and 
glaring examples of this abuse. Possibly 
it would not be a breach of policy to men- 
tion one very amusing example provided 
all names and clues are withheld. The 
management of the corporation in mind is 
favored with all the ideal conditions men- 
tioned above for the payment of excessive 
salaries. The executives are directors; the 
corporation possesses a very lucrative 
monopoly, so lucrative in fact that enor- 
mous profits are reaped regardless of the 
gross mismanagement of the concern. And 
it is not a small corporation; it has con 
siderably over 1,000 employees. The gen- 
eral manager is a young man who was edu- 
cated in one of the fine arts and never had 
any business experience except in his pres 
ent capacity of general manager! All his 
life interest appears to be centered in a 
popular form of sport to which he is the 
most loyal devotee. Last winter he pur- 
chased exactly three times the quantity 
normally required of an important raw 
material. This in itself would not have 
been so bad, but the material was highly 
perishable and had to be kept in refrigera- 
tion. In the spring the warehouse fore 
man notified the general manager at his 
business office that two-thirds of the raw 
material could not be kept any longer 
without spoiling. He then asked whether 
it should be sold on the open market. The 
general manager, who until this point had 
hardly lifted his eyes from an historical 
treatise of his favorite sport responded, 
“too bad,” and resumed his history. The 
supply was left in storage until it had 
spoiled completely. 

This is of course a rare and extreme 
case, perhaps it is unique, yet it does illus 
trate what alarming things may be going 
on behind the screens of secrecy, while on 
the surface a corporation may appear nor- 
mally profitable and (hence) well-man- 
aged. 

(c) The third advantage claimed for 
the proposed legislation is that it would 
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For illustration, let 


reduce excess profits. 
us consider those corporations which are 
managed efficiently and honestly and for 
which profits are accumulating rapidly. 
Suppose the facts are being kept under 
cover at present, but some day there will 
be a grand party of melon cutting—large 


dividend distribution. Even here, it is 
maintained, the public interest demands 
that the preparation for such festivities 
be exposed. Make the facts known and 
competitors will enter the field (unless it 
be one of secured monopoly or unless the 
industry be one in which it is difficult to 
gain a foothold because it is subject to 
diminishing costs as production increases). 
As competitors enter the field prices will 
be lowered to a point that in the long run 
will yield profits just sufficient to keep up 
production. 

Wherein has the public been benefited? 
The gain will result from a better distri- 
bution of wealth. The surplus profits, that 
is, gains in excess of the minimum neces- 
sary to encourage the corporations to con- 
tinue production, will be retained by the 
consumers of the goods who receive them 
at lower prices. The advantage of a more 
even distribution of wealth rests, of course, 
on the assumption that the total sum of 
happiness of the citizens of a country in- 
creases with greater equality in the divi- 
sion of wealth. Upon this basis is founded 
the objection, in a final analysis, to all 
excess profits, or better, monopoly gains. 
In each instance complaint is made of the 
fact that the public is paying more that 
the minimum required to encourage pro- 
duction. In this connection it should be 
borne in mind that monopoly is a matter 
of degree. Every producer who possesses 
some important advantage over his com- 
petitors, such as a better location, brand 
reputation, selling force, or manufactur- 
ing or distribution facilities, has a partial 
monopoly. It may be only temporary, 
but for the time being at least he is a 
monopolist. And it is seldom that any 
producer secures a complete monopoly. 
One may be protected against competition 


by patent rights, yet even then one must 
consider the other products which are 
competing for the consumer’s dollar. 

The proposed law seeks to expose the 
excessive profits of all these partial mo- 
nopolists who are allowed to reap monop- 
oly gains because potential competitors 
are held in ignorance of the actual situa- 
tion. 

Our discussion of this advantage is quite 
incomplete. For example, no considera- 
tion was given to the effect of a lower price 
level (for the industry) or to the effect of 
changing from one price level to another. 
The higher purchasing power of money 
was not distinguished from a lower com- 
modity price level. In discussing the bene- 
fits of an even distribution of wealth, no 
mention was made of the fact that a gen- 
eral rise in the scale of living is not in- 
consistent with greater disparity of pur- 
chasing power. And the possible inef- 
ficiency of the new competitors who enter 
a profitable field was overlooked above. 
These things were pushed into the discard 
not because they have no important bear- 
ing on the problem, for they have, but be- 
cause they are questions primarily of aca- 
demic interest whose explanation requires 
an extended treatment far out of propor- 
tion to their significance. The space limi- 
tation of a brief survey precludes any- 
thing beyond their mere mention. 

Two factors, however, which have been 
omitted thus far in the discussion are of 
paramount importance to the problem. 
First, an additional word must be said 
about monopolies, and second, an impor- 
tant qualification has to be made to the 
assumption of the general beneficence of 
unrestrained competition. these 
topics comes the subject matter of the 
next three advantages of the proposal. 

(d) The theory of enforced competi- 
tion cannot be applied unflinchingly to all 
business concerns. To do so would result 
very often in great waste. One railroad 
can furnish transportation at lower cost 
than two competing lines. Likewise it is 
wasteful to duplicate electric lines, gas 
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pipes, and water mains. In order to avoid 
the economic waste that competition in 
rendering such services would entail, the 
operators are granted a franchise or mo- 
nopoly rights. But monopolists cannot be 
trusted to refrain from taking advantage 
of their strategic position; public service 
commissions are created to prohibit the 
utilities from exacting exorbitant charges 
for their services. When it was learned 
that some industries were so-called natural 
monopolies, that is, some services could be 
rendered more cheaply by a single non- 
competing organization, we were forced to 
choose between government ownership and 
private ownership under public regulation. 
With some exceptions we chose the latter 
alternative, our selection being swayed 
chiefly by the superior efficiency of private 
ownership which retains the spur to indi- 
vidual gain. 

The problem of controlling these mo- 
nopolies is two-fold: First of all, the pub- 
lic commissions must see that customers of 
the utilities receive reasonably good serv- 
ice; and second, they must prevent the 
companies from charging rates any higher 
than necessary to yield a fair income on 
the investment. The history of how the 
various state and local public commissions 
have performed their task is not a beauti- 
ful story. Much of the work has been 
done in a hit-or-miss fashion. Frequently 
no inspections were made until a company 
which had been accumulating excess earn- 
ings for several years, suddenly announced 
an abnormally large extra dividend. Then 
the customers, who are not slow in recog- 
nizing that they have been overcharged, 
rise up with cries of rebellion. Finally, 
the public commission makes a solemn an- 
nouncement that it is making a special in- 
vestigation of the company’s affairs. After 
a few months a report is published stat- 
ing that the investigating committee has 
discovered that customers have been over- 
charged. Remarkable! The commission 
then orders a downward revision of rates 
and the company is forgotten until the 
same round of events is repeated again. 


It’s the old, old story of locking the barn 
after the horse has been stolen. Two 
things can be done about such situations; 
The company might be forced to return 
the overcharges to its customers. This 


procedure, however, is not practical; it is: 


very difficult legally; it is grievous and 
wasteful. San Francisco’s recent experi- 
ence in making refunds to gas customers is 
a good illustration. The other method is 
to prevent the occurrence of the condition 
by requiring all corporations to make de- 
tailed reports for the benefit of the public 
and the public commissions. 

Fortunately pictures like the above are 
not so common today, although many local 
and state public commissions are still vio- 
lent offenders. These commissions might 
take a page from the Federal Government 
in its control of railroads through the use 
of frequent, accurate and detailed reports. 
The average, or so-called “special,” inves- 
tigation is not a preventive measure; at 
best it is an antiquated remedy that has 
well-earned a resting place among our gov- 
ernmental antiques. 

(e) Like various public utility com 
missions the Federal Trade Commis 
sion is compelled to waste much effort and 
money by making special investigations to 
disclose the actual state of affairs when 
consolidations and mergers begin to take 
on the color of undesirable combinations 
in restraint of trade. Much waste could 
be avoided, many of its functions facili 
tated, if the commission had available com- 
plete detailed reports on the internal af- 
fairs of every corporation in the country. 
Undesirable combinations could be pre 
vented during their formative period, 
rather than dissolved later, which is often 
a most difficult and costly task. 

(f) Another qualification remains to 
made to the general statement that the 
stronger the competition the more efficient 
the production and the better the distribu- 
tion of wealth. Competition, like man, has 
excesses. If too strong, competitors some 
times employ unfair methods; they will 
even sell below the costs of production, 
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then we have “cut-throat competition.” A 
price war is waged—as happens every so 
often in the oil industry at Southern Cali- 
fornia—with injury to all participators, 
and eventually some or all of the cost of 
the battles may be passed on or shifted to 
consumers. In these wars the company 
with the long purse generally comes out 
on top, while the small fellow is hard put 
to escape with his skin; he may jump out 
when the fray begins—if he can—and slip 
back into business when it is over—if he 
can. By such maneuvers the small com- 
petitor may indeed sometimes save his very 
skin, but he is certain at least to have his 
hair badly singed as he moves in and out 
among the blazes. 

For some time we took little note of 
these things and considered them as merely 
temporary conditions, on the assumption 
that in the long run prices would settle 
themselves at or near the costs of produc- 
tion. Of late, however, research in busi- 
ness has unearthed several glaring excep- 
tions to the general theory. Some indus- 
tries have been chronic losers for long 
periods while others have been exception- 
ally profitable. One man, finding himself 
caught in a losing field, made an apt reply 
upon being assured by an economist that 
everything would turn out well in the long 
run. He said, “That may be true, but I’ll 
be dead in the long run too.” 

Quite contrary from encouraging these 
extremes of competition, it is maintained 
by the backers of the proposed law, the 
new legislation would exercise a salutary 
effect. Complete detailed reports of the 
bad fortunes held by the industry would 
serve as a deterring influence on those who 
contemplate entering the field. Some of 
those already caught in the fray would 
drop out and relieve the tension, if the 
most victorious carried banners showing 
that even for winners the fight is not very 
profitable. 

Again it is true that some under-selling 
is done simply because, for the time being 
at least, a few competitors do not know 
what their actual costs of production are. 
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Any first-rate business man will tell you 
that ignorant competition is a deadly men- 
ace. There would not be so much of this 
if every incorporated producer were forced 
to calculate his costs accurately for the 
information of the public. 

Finally, the business fraternity despises 
the habit of selling below costs, because it 
is well acquainted with its consequences, 
and always tends to ostracize the “cut- 
throat” competitor. If only the facts were 
made known, the producer who started a 
price war would find that he had to fight 
not only his competitors, but also the gen- 
eral business and public opinion as well. 
These prospects are not so bright; they 
are likely to force the would-be under- 
seller to reconsider his plans—and perhaps 
abandon them. 

For these reasons it is believed that the 
proposed law would encourage healthy 
competition and at the same time prevent 
it from reaching the stages of excess. 

(g) One cannot emphasize too strong- 
ly the importance of the process of plac- 
ing funds of savings at the disposal of pro- 
ductive enterprise. It is the investing of 
money which determines not only what 
shall be produced, but also who shall man- 
age the production. The wisdom exercised 
in making investments is the very founda- 
tion upon which our economic welfare 
rests. That we should confine our efforts 
to those tasks at which we are most ef- 
ficient is an obvious truth. This is the 
principle which underlies the division of 
labor, the splitting of a job into several 
specialized operations, and it was through 
application of this method that rapid 
strides in the arts of production were made 
during the last century. Do whatever 
you can do best, we are told, out in order 
to apply the principle one must learn first 
that at which he is most’proficient. And 
this is to be learned only from records of 
trial performances. Therefore, the re- 
former argues, complete reliable corporate 
information would be an invaluable guide 
in applying our funds, and hence the ef- 
forts which they purchase, where they are 
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most effective. If this dictum be followed 
there will be more goods or less work, or 
both, and everyone will be all the better off 
for the change. To be sure we shall have 
to import those things which we ceased to 
produce, because we learned we could pro- 
duce other things more efficiently, but 
herein lies our gain. The new goods we 
are producing will more than suffice to pay 
for our new imports, and it is the surplus 
left after the imports have been paid for 
that measures the gain we have made by 
confining our efforts to those tasks at 
which we are best. 

The last step in this particular argu- 
ment is to prove that the productive 
energy of our country would be more likely 
to confine its course to the channels of 
greatest efficiency if the public were fur- 
nished with complete details of corporate 
affairs. This is a simple matter. The 
most efficient work is also the most profit- 
able; and investors tend to destroy the 
less profitable industries and enterprises, 
and encourage the more profitable, by 
transferring their investments from the 
former to the latter where they will yield 
more; therefore if every investor knew 
. . «+, ete. While in the main true, one 
must recall that this argument begs the 
question in the major premise, for there 
are many exceptions to the statement that 
the most productive industries or enter- 
prises are also the most profitable to their 
investors. 

The truth of these statements, as far 
as they go, cannot be gainsaid. But they 
are not the whole truth. Against this ad- 
vantage must be set two classes of qualifi- 
cations. One class is composed of the ob- 
jections to further division of labor; the 
other pertains to the disadvantages of free 
trading between countries. To mention 
only the main points, it can be said that 
an extension of the division of labor, or 
specialization, brings in its train greater 
dependence upon foreign sources of sup- 
plies from which there is danger of being 
severed during times of war. This factor 
is difficult to appraise. 
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and old Democrats tell us it is not worth 
considering, but we all know otherwise; it 
is one of those things we cannot get away 
from although we may deny them. We 
know, for example, that England’s posi- 
tion in this regard is quite precarious. A 
majority of her population, it is said, 
would die of starvation within six months 
if she were cut off from foreign supplies 
of foodstuffs. But how is this danger to 
be valued and offset against the great 
gains England reaps by confining her 
energy to manufacturing rather than agri- 
culture? Your guess is as good as any 
other. 

The other objections pertain directly to 
the division of labor in its immediate 
effects. It is maintained that specializa- 
tion causes work to become more tiresome 
and monotonous, the worker never has the 
pleasure of beholding an article produced 
solely by his own efforts, and he becomes 
a mere cog in the immense wheels of pro- 
duction which confuse and lose him so that 
he is unable to distinguish his own con- 
tribution to the world. Thus men are 
transformed into mere machines with silent 
voices and deadened spirits as industry 
proceeds through greater and greater spe- 
cialization to smother individualism, and 
with all the happiness of its workers. 

Yet, despite these objections, the ad- 
vances in the division of labor must be as- 
signed much credit for our progress in at- 
taining higher and higher standards of 
living. And most men who concern them- 
selves with these questions believe the good 
store has not been exhausted. Perhaps 
these men—and economists in general—are 
wrong in their fundamental assumption 
that as higher standards of living are at- 
tained, as we acquire more goods and leis- 
ure, we are happier—still this is no final 
tribunal to sit in judgment on their phil- 
osophy. But if they are right the pro- 
posed legislation must be accorded another 
point in its favor. 


(h) Elimination of the guesswork from 


investing, or reduction of the elements of 
speculation, it is urged, is an important 
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advantage to be gained from the proposed 
law. Two questions present themselves: 
Would the new rule reduce the speculative 
character of investments? And, if so, what 
would be the advantage? 

As to the first question it is stated dog- 
matically that speculation is bred by mys- 
tery, thrives on rumor, and vanishes when 
the illuminating facts are made known. 
Indeed the very essence of all gambling and 
games of chance is simply the presence of 
a significant but unknown element. To de- 
stroy speculation just turn on the flood- 
lights of detailed fact. 

Certainly this is a beautiful dogma, if 
there ever were such. A fine convincing 
theory, this, but how does it square up 
with the facts? The answer to this query 
is not reassuring, in the light of another 
question: Since speculation is fundamen- 
tally competitive betting on unknown fu- 
ture events, how are the lights of detailed 
fact to be switched on? The illuminating 
facts themselves are not created until the 
events occur. Evidently a bit of magic is 
necessary here, for the theory calls for 
making known the unknown. Wonderful 
theory! 

So it goes with that most interesting 
and clever thing called logic. It may be 
used to make argument progressive or it 
may be employed to impede all progress. 
The ardent reformer propones an exag- 
gerated but logical theory, then his oppon- 
ent proceeds to smash the theory with 
equally sound logic, and the listener gets 
from the debate—well, nothing at all un- 
less it be entertainment. 

Let us disentangle ourselves from the 
alluring tentacles of logic and make in- 
quiry as to the actual facts of the case 
which are hidden by argument. Would 
the proposed law reduce speculation? It 
would. Although no one can forecast with 
exactitude the future of any business en- 
terprise, it remains true that prophecies 
can be made, of future earnings, which so 
closely approximate actual results that for 
mvestment purposes they are quite depend- 
able. The accuracy of these guesses de- 
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pends upon a variety of factors including 
the violence of fluctuations inherent in the 
industry, the length of the period for 
which the forecast is made, the complete- 
ness of the data from which the estimate is 
derived, and the personal equation of the 
prophet. It will be noted that certain 
data are the basis of the forecast. These 
data are factors related to the probable 
course of general business conditions, fac- 
tors pertaining to the industry in question, 
and factors relating to the individual en- 
terprise for which the forecast is being 
made. All are important in their bearing 
on the problem. The course of general 
business conditions—cyclical fluctuations 
—and their effects must be considered, and 
the general facts relating to the industry 
as a whole may not be overlooked, if one 
is to make an accurate forecast. But most 
important of all, in fact the fundamental 
basis for any forecast, is the record of the 
particular corporation. Records of past 
performances indicate the trends of profits, 
and a detailed picture of the corporation’s 
present condition may make it clear 
whether there be anything among its af- 
fairs that is likely to deflect future earn- 
ings from their course or trend. These are 
the raw materials from which forecasts are 
constructed; the things without which not 
even a beginning may be made. 

In short we must rely upon records of 
the past, and pictures of the present, as 
our chief guide as to what the future may 
hold. Of course they are not exactly in- 
dicative—nothing is—but they are helpful. 
From them reasonably accurate forecasts 
are made; without them the investor faces 
an uncharted sea of darkness. He is left, 
ignorant and helpless, to play blind-man’s- 
buff and cast his savings perchance into a 
lucky pot. Where is the man who can 
evaluate a share of stock, when the cor- 
poration surrounds itself with complete 
secrecy, and refuses to do so much as cir- 
culate an operating statement and balance- 
sheet? Although he has not yet appeared, 
there are thousands of men, eager to 
gamble, who will stake their savings on an 
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attempt to perform the magic. It’s both 
peculiar and sad. 

By this time it is obvious that while the 
proposed law would not eliminate specu- 
lation, it would most certainly reduce the 
speculative clement of investment. Now 
arises the second question: Is it desirable 
to reduce speculation? 

In a final analysis all that is said in 
favor of so-called speculation, simmers 
down to the fact that it is desirable to 
maintain at all times an open market and 
fair price for securities. The open market 
makes assets liquid and provides a ready 
means of distributing risk. The fair price 
prevents the catastrophe of either forced 
sales or ignorant sales at unreasonably 
low prices. But on a moment’s reflection 
it will be seen that ready markets and fair 
prices do not arise from speculation as 
such; they are provided rather by a large 
volume of investment transactions. In 
fact the presence of a high degree of 
speculation tends to divert prices either 
far above or far below their fair level. Re- 
duce the speculative element and of neces- 
sity a spontaneous reduction occurs in the 
violence of price fluctuations. 

Some men have sought to dismiss an- 
other important point in this connection 
by saying that what one speculator loses 
another gains, so that society in general 
is not affected by the game. This state- 
ment is merely another clever screen 
thrown over the real situation. As a mat- 
ter of fact society is affected adversely by 
the game. In the first place there is a lot 
of wasted energy consumed in carrying out 
the speculative transactions. The services 
of many men are required to operate the 
game and these men must be fed, clothed, 
sheltered, and entertained by the efforts of 
other members of society. In the second 
place, the redistribution of wealth that re- 
sults as one speculator gains and another 
loses is quite undesirable. The losses are 
generally incurred by those least able to 
afford them. It is the small speculator 
who loses his little pile of private savings 
when he attempts to beat a game about 


which he knows approximately nothing, 
What he loses is gain to the wealthy pro- 
fessional speculator, but in the transfer a 
net loss occurs. The small fund was 
capable of bringing much more happiness 
to the small investor than to the rich man 
who won it. There is no need to explain 
this by describing the principle of diminish- 
ing utility. Let it suffice to ask whether 
there has not been a net loss to society 
when hundreds of families are rendered 
penniless in order to enrich still further a 
few men who are already wealthy? 

It is not an unkind act to protect the 
small investor against his own follies by 
diminishing his opportunities to lose what 
little he may have been able to save. This 
can be done by reducing the speculative 
element of corporate securities. 

(i) Perhaps the most remarkable re 
cent tendency in corporation finance is the 
insertion of an ever-widening gulf between 
the management and the so-called owner- 
ship. For some time we have been accus- 
tomed to corporation directors and execu- 
tives who own but little or none of the 
stock of the corporations they manage. 
Yet not much fear has arisen because these 
men were the elected representatives of the 
stockholders. They could not become lax 
or inefficient except at the peril of losing 
their positions at the next annual meeting 
of stockholders. They had to manage the 
corporate affairs in the best interest of 
stockholders and produce profits or lose 
their jobs. This was a powerful incentive. 
A small executive salary of ten thousand 
dollars a year means an income equivalent 
to the interest on a quarter million dollars 
of Liberty Bonds—something worth pre 
tecting against loss. 

But larger and larger doses of an alarm- 
ing factor are being injected into the situ- 
ation. In many cases the directors and 
executives are no longer the elected repre- 
sentatives of those who have made the capi- 
tal contributions to the enterprise! This 
condition is brought about by various 
methods. One system is to raise most of 
the funds required by the issuance of bonds 
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and preferred stocks which carry no voting 
rights. Another device is to scatter the 
holdings of common stock, which generally 
possess voting power, widely over the coun- 
try in small units. This method is sur- 
prisingly effective. Once established in 
control, the managers of a corporation 
whose voting stock is widely held, may sell 
their own holdings on the open market and 
yet maintain their positions almost indefi- 
nitely—even despite remarkable showings 
of incompetence—by using the “proxy sys- 
tem.” This system is very simple. Just 
prior to the date set for the annual meet- 
ing of stockholders to elect directors for 
the coming year, those in control mail a 
letter—at the corporation’s expense—to 
each holder of voting stock. The letter 
may be nothing but vague ballyhoo or it 
may be an intelligent survey of the cor- 
poration’s progress and prospects, but in 
either event there will be enclosed a proxy 
which the stockholder is urged to sign and 
return. The proxy is a little legal docu- 
ment giving some designated person—the 
sender of the proxy of course designates 
himself—the power to vote in whatever 
way he chooses on behalf of the absent 
stockholder at the annual meeting. As a 
general rule stockholders comply with the 
request and return a signed proxy, al- 
though sometimes it happens that in event 
the letter was not written carefully, diffi- 
culty is experienced in collecting enough 
proxies to constitute a quorum—this lat- 
ter being the minimum stock representa- 
tion required to legalize the actions taken 
atthe meeting. Fortified with these prox- 
es the directors appear at the meeting, 
over-ride the objections of any little re- 
bellious stockholders who may have taken 
the trouble to attend the meeting in per- 
son, and go through the formalities of ap- 
proving all their acts for the past year and 
reelecting themselves to the directorate for 
the coming term. 

_ The third method reaches the absolute 
limit. It goes the whole way toward pro- 
tecting the management from any dicta- 
tion whatever on the part of those who 


have contributed the capital. Reference 
is made to the non-voting common stock 
device. It occurred very frequently be- 
fore the year 1926 that upon the reorgani- 
zation of a large corporation two classes 
of common stock were issued. One class 
designated “Class A” was made non-voting 
and issued in large quantities to the public. 
All voting power was concentrated in the 
few shares of “Class B” stock which were 
issued for a nominal price, not to the pub- 
lic, but to the investment bankers who man- 
aged the reorganization and marketed the 
other securities of the corporation. Sev- 
eral corporations of this type exist today 
although it is rare now for new ones to 
be created because Professor W. Z. Ripley 
at Harvard exposed the dangers of the de- 
vice and led a vigorous attack against it, 
and Mr. A. A. Berle, Jr., published an 
article which made it clear that there was 
considerable question as to the legality of 
the system. 

Thus it occurs in one way or another 
that stockholders are divorced from their 
control. The dangers inherent in this sit- 
uation may be made clear by asking the 
reader whether he would care to place his 
private estate into the hands of a group 
of men, give them absolute control, re- 
tain no say whatever except in event of 
downright fraud, allow them to fix their 
own salaries, forego the power of dis- 
charge, permit them to determine what 
portion of the net earnings you could with- 
draw, and be content without even so much 
as a periodic report on the progress of 
affairs? The simple truth is that one could 
name a goodly number of large corpora- 
tions the stockholders of which are doing 
just this thing. 

Under such circumstances it is a high 
tribute to the efficiency and honesty of 
corporate managers that stockholders so 
often find their investments profitable. 
Nevertheless mismanagement is not an un- 
common occurrence and dangers are al- 
ways imminent and ordinary prudence dic- 
tates that whatever safeguards are avail- 
able should be thrown around the situa- 
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tion. Thus publicity of corporate affairs 
may perform another function. Fore- 
knowledge that detailed reports of their 
deeds were to be published would be a 
strong incentive for managers to do their 
best for stockholders and fulfill the work 
expected of trustees. Few men care to 
stand up against the condemnation of in- 
telligent public opinion; few men live to- 
day who would not modify their methods 
of work and living if all their acts were 
to be made a matter of public record. 

Rigid publicity not only has a salutary 
effect, but also the ability to signal ap- 
proaching dangers. Not infrequently 
heavy losses are averted because warnings 
were sounded in advance by detailed audits 
which fell into expert hands for interpre- 
tation. The proposers of the new law do 
not expect, of course, that the ordinary 
stockholder could or would make an intel- 
ligent study of balance-sheets and operat- 
ing statements. These analyses of the re- 
ports would be made by bankers and ex- 
perts who would offer their conclusions 
through newspapers and magazines. 

(j) Another important advantage of 
publicity is that it affords a basis for the 
scientific comparison of the different items 
of expenses for various competitors. Aver- 
ages or norms for an industry are calcu- 
lated thus affording individual producers 
a base with which to compare their costs. 
The causes of any wide divergences from 
normal are investigated and very often 
considerable savings are effected. The im- 
portance of this is recognized today by 
trade associations and trade journals 
which undertake so far as possible to pub- 
lish normal cost figures for each industry. 
The raw data for these purposes are col- 
lected from the records of all producers 
who can be induced to furnish them. Ob- 
viously more dependable and representa- 
tive figures would be available, and conse- 
quently greater savings be effected through 
their use, if all producers, rather than a 
few, were contributing their detailed costs 
for the welfare of the industry. 

(k) The fact is well known that the 


wealth of a rich man is generally over- 
estimated by other members of his com- 
munity. Likewise the employees of a cor- 
poration often hold the opinion that the 
company is reaping excess profits as a re 
sult of their labor. This suspicion breeds 
discontent. Then the workers who feel 
that they are not receiving a fair share 
of the corporate income, lose their co- 
operative spirit and their production 
dwindles. In acute cases they may strike. 

Regardless of whether these fears and 
suspicions are justified it is better that 
the facts be made known. Suspicion, like 
speculation, thrives on secrecy. If the em- 
ployees are entitled to higher wages, pub- 
lic opinion will bring them about and fair 
treatment will be secured, provided detailed 
reports of the corporation’s affairs are 
available for public inspection. If the sus- 
picion is founded on fallacious rumors of 
large profits, then it is-better that ac- 
curate reports be published to correct the 
erroneous impression among employees and 
thus secure their co-operation for the wel- 
fare of the company. The workman who 
believes himself to be a victim of unfair 
treatment is unhappy, wasteful, and ineff- 
cient while he continues to work. If he 
strikes, still greater waste and hardship 
follow. For the prevention of labor 
troubles open dealing is the first principle. 

In this connection it is worth noting 
that another large amount of suspicion 
and fear of the most undesirable character 
would be destroyed by some rigid publicity 
requirements, ‘The general public, and 
stockholders especially, often suspect all 
sorts of bad conditions such as mismanage 
ment, monopoly, unfair competition, and 
even outright fraud, on the part of those 
corporations who keep their affairs @ 
closed book. It seems to be a common 
trait of human nature to always suspect 
the worst when nothing definite can be 
learned. Then too the sparks of suspicion 
are often fanned into flames by the alarm- 
ing proclamations of ardent reformers who 
are led on by their zeal and emotionalism 
to make promiscuous accusations. 
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From the standpoint of labor, however, 
the most important advantage of the pro- 
posed law is its power to reduce unemploy- 
ment. Anything that functions as a 
damper on chaotic competition and reck- 
less speculation in industry may be 
counted as a Godsend to those who are de- 
pendent upon continuous employment for 
their welfare. Unemployment is perhaps 
the greatest black page in American pros- 
perity at the present time, and any pro- 
posal that promises to mitigate the fluc- 
tuations of industry deserves more than a 
passing notice. 

(1) It is believed that the foregoing 
discussion covers the most important ad- 
vantages of the proposed legislation. Un- 
der this heading very brief mention is made 
of four other supposed advantages. And 
finally consideration must be given to the 
factor of fraud prevention upon which the 
reformer places great emphasis as a most 
significant advantage. 

At least five minor factors are worthy 
of mention if for no other reason than the 
fact that at various times they have been 
stressed in debate on the problem. First, 
it is said that investment bankers would 
be prevented from overcharging for the 
underwriting of the securities of the cor- 
porations they control. In addition to this 
the present investigation by the Federal 
Trade Commission into the affairs of bank- 
er-controlled public utilities is revealing 
much abuse. The controlled companies 
are forced to contract with other corpora- 
tions to perform their engineering and 
management function. Excessive charges 
for these services are sometimes made, with 
the result that the bankers who are the 
sole stockholders of the service corpora- 
tions are able to milk profits from the pub- 
lic utilities they control. Second, it would 
check unfair treatment of one or another 
of the numerous adverse interests that 
spring up among the stockholders when 
several classes of stocks have been issued. 
Third, it would prevent stockholders from 
treating dividends as income when in fact 
the dividends were paid not from earnings 


of the corporation, but from capital con- 
tributions to the enterprise; or, stated an- 
other way, it would prevent spending from 
capital rather than income and thus not 
disrupt the stockholder’s personal budget. 
These factors, although not of paramount 
importance, are at least genuine advan- 
tages of the proposed law. Not so much 
can be said for the remaining two factors: 
Fourth, some writers maintain that the 
proposed legislation would aid in getting 
at the fountain head of the impersonal 
frauds and crimes committed by corpora- 
tions, acts which go unpunished (excepting 
payments of fines and damages) because a 
corporation cannot be imprisoned. No 
one, however, has succeeded in pointing out 
just how the new law could be expected to 
perform this function. Fifth, it is said 
that stockholders have an inherent right to 
full information about the enterprises to 
which they have committed their capital. 
This contention is founded on two things: 
the assumption that stockholders are own- 
ers of corporations, and the principle of 
common law that stockholders have the 
right to inspect, within certain limits, the 
records of their corporations. We shall 
not stop to quibble over the “rights” of 
stockholders for even though the point 
were established it would possess no prac- 
tical importance in this industrial age 
when such phrases as “principles of gov- 
ernmental protection of rights and liber- 
ties ... .” sound like an empty echo from 
history. 

(m) Finally we approach for examina- 
tion what might be termed the “Big 
Bertha” of the offense—the argument that 
produces the greatest roar, the most im- 
pressive weapon of all. In order to under- 
stand this machine precisely it is necessary 
to correct a very general misconception. 
We have all been taught from childhood 
that stockholders are the owners of a cor- 
poration. We hear it all the time, and 
read it everywhere, with the consequence 
that we come to believe it thoroughly. The 
belief is a part of our stock-in-trade of un- 
questionable knowledge and fact. It is 
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perhaps too much to hope that this deep- 
rooted conviction can be removed at a mo- 
ment’s notice, but it should be removed for 
it stands in the way of an accurate con- 
ception of the relationship between stock- 
holders and the corporation. The state- 
ment that stockholders are the owners of 
corporations is true for all practical pur- 
poses provided all stockholders would and 
could act in unison—which often they can- 
not and will not do—but the statement is 
not true in any strict legal sense. If taken 
literally the statement is manifestly falla- 
cious because a corporation is a legal en- 
tity, a legal person which can bring suit 
or be sued like a private individual. A 
corporation is not property and there- 
fore cannot be owned; it is a legal person 
in the eyes of the law, and like you your- 
self, no one has legal title to it—with 
apologies to the wife! If the statement 
be taken to mean that stockholders own 
the corporate assets, rather than the cor- 
poration itself, it is still erroneous. The 
corporation itself is the sole owner of its 
assets. It continually sells and mortgages 
them and the stockholders, as such, have 
no word in the matter. None of the at- 
tributes of title to the corporate assets is 
included among the rights of stockholders. 

The relation between a corporation and 
its stockholders is a contractual one. A 
share of stock is a contract. The corpora- 
tion accepts the stockholder’s money, 
property, or services and in return for this 
consideration grants the stockholder a 
right to vote, sometimes, in the manage- 
ment of the company, to share in the 
profits from operations and in the distribu- 
tion of assets upon dissolution of the cor- 
poration. In addition—and this is the 
important promise—there is in the con- 
tract an implied obligation on the part 
of the corporation to conduct its business 
affairs in the best interest of the stock- 
holders, so long as this does not conflict 
with the paramount public interest. In 
order to function the corporation must 
have human representatives, so a board of 
directors is elected and entrusted with the 


obligation of directing the business in the 
interest of the stockholders. The directors 
are thus a special kind of trustee; their 
position is that of a fiduciary. But un- 
fortunately the obligations of the trustee 
are sometimes forgotten and this happens: 

The directors notice that the corpora- 
tion’s stock is selling on the exchange at, 
say, 50. It is selling for that price be 
cause the stockholders expect it to yield a 
dividend of, say, four dollars per share. 
But profits are proving to be greater than 
expected; in fact the corporation will be 
able to pay an eight dollar dividend this 
year. This condition is known, however, 
only by the directors, and since no in- 
formation has leaked out the stock con- 
tinues to sell at 50. So without making 
the facts known the directors enter the 
market and buy all the stock available at 
or near this price. Then a meeting of the 
board of directors is held and an eight 
dollar dividend is declared. This news 
causes the market price of the stock to 
double. The news is genuine; there has 
been no discounting in advance. At this 
point the directors enter the market again, 
this time to sell at 100 the shares recently 
purchased at 50 and pocket the proceeds. 

Quite contrary to acting in the best in- 
terest of stockholders these directors have 
deliberately taken advantage of the stock- 
holders’ ignorance of corporate affairs. 
They play the game, if they are unscrupu- 
lous, with hidden cards and loaded dice. 
It is so easy and so safe to accumulate 
money in this way that many directors 
have been unable to repel the tempter. 

The presence of this trickery is indi 
cated whenever an unusually large volume 
of trading occurs in the stocks of a cor 
poration just prior to a rapid advance of 
stock price resulting from the announce 
ment of some favorable occurrence which 
promises large profits, but which by 10 
stretch of the imagination could have been 
predicted in advance. While not conclu 
sive evidence, this indicates strongly that 
some anxious bidders saw the cards before 
they were turned. 
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Of course there is the common law rule 
that no trustee may purchase a part of the 
trust property from a beneficiary without 
first having given the beneficiary full 
knowledge of all the conditions relating to 
the property. Yet it is a practical impos- 
sibility to apply this rule of trusts to the 
transaction described above, so that it re- 
mains a very safe, and to some an at- 
tractive, method of acquiring a private 
fortune. 

No one knows how prevalent this abuse 
istoday. One may find estimates, but they 
are based on absolutely no facts at all. 
The general optimistic belief is that this 
type of abuse along with others of “high 
finance” has declined appreciably during 
the last two decades. Flagrant examples 
of it, however, are often admitted by the 
directors, who have profited in this man- 
ner, during private conversation with their 
friends; three such cases have been men- 
tioned to the writer by their perpetrators 
already this year. Some examples, defy- 
ing all suppression, even attain the public 
press in full detail, and it must be true 
that the vast majority of cases are never 
detected. 

To this condition the excited reformer 
applies such words as swindle, crime, and 
fraud. It is believed that a lesser accusa- 
tion should suffice, for in fact no rule of 
law has been violated, and the offense is 
so common as to be almost customary. To 
some men this act is as natural as lifting 
their hats to ladies. A great many highly 
respected citizens have acquired fortunes 
in exactly this manner. Then, too, as one 
man said, “Why insult your friends?” It 
is better referred to as a very bad habit. 
No thinking man with a dash of public 
spirit in his make-up would ever praise the 
practice. Some men who are guilty of the 
habit, but quite strict in their ethics in 
general, try to excuse themselves by the 
most flimsy but interesting phrases. One 
says, “A man’s a fool if he doesn’t take ad- 
vantage of such opportunities.” Another 
excuses himself with, “Why not, when 
everyone else does?”, which, of course, is 


Business Secrets 


79 


far from true. A third maintains that 
these gains are merely extra compensation. 
Still another holds that, “We made the 
extra profits, why not take them?” 

The fact which needs to be recognized 
is this: While these men have not in fact 
violated any law or committed a crime, 
their acts actually have the same effect on 
the body of stockholders as an outright 
robbery of corporate funds. When this 
information is learned public opinion will 
go a long way toward stamping out a de- 
testable habit. 

The reformer maintains that this prac- 
tice would be eradicated by operation of 
the proposed law. All secrecy, it is said, 
would be done away with, there would be 
no chance for market prices and intrinsic 
values to swing apart, no opportunity to 
exercise the habit. Every good citizen 
wishes this were true, but unfortunately it 
is not the case. In order to accomplish 
this end the law would have to require ac- 
curate detailed reports at least weekly, and 
this is impracticable. Thus the weapon 
which is most impressive, is, unfortunately, 
also the least effective. 

Another form of trickery, however, very 
similar to the one outlined, would be ob- 
structed by the proposed law. This con- 
sists of “rigging” the market to fleece the 
ignorant stockholders by the issuance of 
false reports to drive stock prices up or 
down in accordance with the personal de- 
sires of the directors and executives in 
their stock market operations. Perhaps 
this system deserves the name of fraud 
for it consists of deliberate planning by 
the directors to acquire the interest of the 
stockholders which they are supposed to 
protect. 

This scheme, however, is much less com- 
mon than the one outlined above, for it 
is both more dangerous and troublesome. 
It could be precluded if the proposed law 
made directors personally liable for the is- 
suance of falsified reports. 

(The concluding portion of Mr. Rob- 
bins’ paper will appear in the September 
issue of the Review.) 


REALIZED INCOME 


E. A. Hemman 


HE MOST WIDELY enunciated prin- 

ciple of income determination is that 

income is realized as the result of the 
sale of commodities or services. This prin- 
ciple has fouhd general acceptance in ac- 
counting literature and in business and 
legal practice a number of accounting 
writers go so far as to state positively that 
this is the sole principle of income deter- 
mination. 

Now income tax practice and cost ac- 
counting have long since convinced most 
of us, if we were not previously converted 
to that viewpoint, that the concepts of “in- 
come” and “cost” are two of the most diffi- 
cult in the whole field of economics and ac- 
counting to define in anything like precise 
terms. Income accrues to an individual 
or a business in something like a continu- 
ous stream and the task to which account- 
ing has set itself, that of breaking down 
this stream into periodic segments, is at- 
tended with more difficulties than most of 
us like to admit to our students. With 
the large number of incomplete transac- 
tions which carry over from one such 
period to the next, any answer which we 
may give to the question of how this in- 
come may be equitably divided between 
periods is bound to be largely a tentative 
one, subject to revision in the light of fu- 
ture developments. 

There can be no question that many in- 
comes are earned as the result of the joint 
operations of two different fiscal periods, 
since only part of the services for which 
the final price is paid by the purchaser are 
performed in each period and part of the 
costs of furnishing these services falls into 
each. This leaves open three possible 


treatments of the costs and incomes con- 
cerned. First, the costs of each period 
may be considered as incurred in earning 
only the incomes received during that per- 
iod; second, some of the costs of the first 


period may be deferred to the period in 
which the total income is received; third, 
the total income may be divided between 
the two periods on some reasonable basis. 

Actually each of these methods has 
found acceptance in some business but the 
more usual accounting treatments seldom 
apportion the income, but elect to defer 
production costs to the period of income 
receipt but to charge commercial expenses 
against the income of the period in which 
they arise. With the wide diversity we 
find in different enterprises in methods of 
sale, types of sales contract, methods of 
production, and in collection methods it 
would seem reasonable to assume that no 
single test of income realization would meet 
all situations with the same degree of sat- 
isfaction and I hape to show in this paper 
that other methods of apportioning income 
between periods should be used and that 
there is good conservative ground for 
varying the test of income with the differ- 
ing circumstances with which accounting 
has to deal. Accounting texts sometimes 
admit a number of situations which may 
need exceptional treatment but the number 
and importance of these situations is se+ 
dom accented and usually there is no open 
admission that another test of income has 
been applied, and only two or three authors 
have directly discussed and weighed other 
general tests which might be employed. 

It is my purpose to raise this question 
and point out a wider range of business 
conditions and situations in which I think 
the sale test must be modified or other 
more adequate tests applied if we wish to 
arrive at the best measure of periodic pro 
fits or of changes in economic position. 

In the case of the sale of merchandise 
the chain of events leading up to the re 
ceipt of income begins with the purchase 
of the merchandise itself; in the sale of @ 
manufactured commodity it leads back to 
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the purchase of the raw material. In fact, 
we might go so far as to say that the chain 
of services leads back still farther, to the 
establishment of the business itself, which 
was the first step in a long series of efforts 
and expenditures producing a continuous 
series of incomes during the life history of 
the enterprise. Through cost allocations 
we spread these costs over the fiscal per- 
jods and thus obtain something like an 
equitable relation between incomes and 
cost. From the time of purchase to the 
time of settlement of the sale a consider- 
able number of steps are taken all of which 
contribute to the final result. 

Generally speaking, therefore, it is il- 
logical to assign to any one step in this 
whole series the whole credit for having 
earned the resulting income. In particular 
situations we may be conyinced that the 
main factor in earning a certain income 
was splendid sales work, excellent purchas- 
ing, a brilliant discovery, or some in- 
creased productive efficiency, but in the 
usual run of accounting record we do not 
attempt to measure separately the earn- 
ings attributable to each step in the busi- 
ness process. Mr. Paton has specifically 
raised the question whether it would be 
more logical to accrue income along with 
costs but so far this viewpoint. has found 
acceptance in practice only in the case of 
long-term construction contracts. Mr. 
Hatfield has also suggested situations 
where the credit for profit must be given 
to other transactions than the sale. It 
would seem peculiar therefore to contend 
that the obtaining of an order and ship- 
ment of the goods alone is responsible for 
the income earned. This would be lending 
too much accounting support to the feel- 
ing of salesmen and sales departments that 
they are the only income producing units 
of the organization and are supporting the 
payrolls of the other departments and 
would be exalting unduly the importance 
of mere order takers in the economic struc- 
ture of the business. 

The defense of the sale as a test of in- 
come realized lies rather in the fact that 
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it is the last vital step in the longer busi- 
ness process which indicates that the task 
is now completed and the income fully 
earned. In the trading field and in a large 
percentage of that of production as well 
goods are bought or produced in anticipa- 
tion of sales and are finally passed on to 
the customer after some sales effort. 
Whether production or sale is the more 
important or costly function of the busi- 
ness may depend upon the nature of the 
business operations but income is not as- 
sured until sale is assured and the sale 
constitutes the last important step in the 
process, hence conservative profit deter- 
mination cannot safely precede that point. 
The income figure can at that point be 
considered definitely ascertainable, the cer- 
tainty of final receipt is high, a legal cause 
of action against outsiders has arisen, and 
it is now possible to include the amount in 
the liquid funds which will shortly be avail- 
able for expenditure or distribution to 
stockholders, all of which are highly de- 
sirable characteristics of good income. 

It is true the business process may not 
yet be entirely complete and there are still 
a number of services which have to be fur- 
nished, involving some cost to the concern, 
such as carrying costs, collection expense, 
bookkeeping, but these are not usually 
large nor important and can be reduced 
to estimates deducted in calculating the 
profit. Allowances, rebates, returns, dis- 
counts, transportation may still have to be 
dealt with, some of which are estimated, 
others neglected entirely until they have 
to be met. 

These instances will serve to remind us 
that “completion of the business services” 
in this connection can mean only “substan- 
tial completion” and the accountant may 
therefore be justified in asking whether 
the credit sale is not too early a stage in 
the process for proper profit taking. Ac- 
countants and business men are now quite 
generally agreed it is not, though in the 
earlier years of accounting it was not con- 
sidered conservative nor safe because of the 
uncertainty of collection. Provisions for 
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uncollectibles and other estimated deduc- 
tions from sales income are now considered 
amply safe. This may be accomplished in 
two different ways—by postponing the 
credit for that portion of the income which 
might be fairly attributable to these fur- 
ther services to be rendered, or by making 
deduction of liberal allowances for the 
losses or costs still to be incurred. Ac- 
counting practice in general is following 
the second method by setting up reserves 
and allowances for bad accounts, dis- 
counts, and rebates. 

Those concerns which sell subject to a 
free service period, as do some auto dealers 
and vendors of oil heating plants, will make 
proper allowance for the further costs or 
losses to be borne subsequent to sale or 
even to collection, or possibly withhold the 
credit for that part of the price which is 
for service costs. Where the deduction for 
estimated service costs is made on the basis 
of regular selling prices of the service de- 
partment, as is sometimes done by auto 
dealers, the service department later bill- 
ing the sales department at regular prices, 
this amounts to taking the profit on the 
service work as the service is given rather 
than at the time of car sale. It is a recog- 
nition of the fact that the service is a 
separate factor in the sale price. 

From the standpoint of the exactness 
with which income can be measured and 
the assurance of results the sale has proved 
reasonably satisfactory. Where, however, 
realization values on accounts receivable 
are uncertain and collection costs apt to 
be high the credit sale is distinctly inferior 
to the cash basis. This has been the major 
factor in the use of the cash basis for pro- 
fessional men, which has had income tax 
approval for some time. (It might be in- 
teresting to note here that the latest Eng- 
lish income tax regulations seem to require 
professional men to report income on a fees 
basis and not cash, contrary to previous 
English practice and our own.) The cash 
basis also has its application in enterprises 
where accounting and business methods are 
unstandardized, cash in hand there consti- 


tuting the most reasonable approximation 
of income. 

The use of the cash or collection basis 
in the installment business also results 
partly from this higher degree of uncer- 
tainty as to collections, and collection and 
repossession costs. The collection basis 
may also be urged because it is evident 
that in the installment field the business 
process includes a longer credit step and is 
therefore by no means so “substantially 
complete” as in the usual credit sale. The 
handling of credits probably runs over a 
longer period than the whole transaction 
period of the business. Since installment 
selling in many lines has reached the point 
of complete segregation of trading opera- 
tions from financing and collections im 
separate companies, we have rather con- 
clusive evidence that the credit function in 
this case at least is sufficiently important 
to withhold income credits until some per- 
iod of collection. 

It should be pointed out, in connection 
with any discussion of the cash basis, that 
even the receipt of cash does not neces- 
sarily signify the end of business services 
to be furnished or costs to be incurred. 
A goodly number of the deductions previ- 
ously mentioned would still have to be 
made, if accurate income figures are to be 
arrived at. 

This requirement of exactness of compu- 
tation is only a relative matter and one 
accountants no longer demand on the other 
side of the income account, in cost com- 
putations. It might well be said that it 
is by no means a necessary requirement 
and only to be insisted upon “other things 
being equal.” It is always highly desirable 
to have exact amounts with which to deal 
but the older objections to estimates in the 
accounts have largely disappeared in the 
face of cost accounting necessities and the 
accountant who is unwilling to make cost 
or budget estimates is distinctly behind 
the march of his profession. He may still 
have his constitutional dislike for estimates 
but it has been seriously impaired by 
amendments. 
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Other advantages of the sale test are 
that it uses a regularly recurring business 
transaction to which to attach the income 
entry, it is simple in operation and com- 
paratively uniform for the same establish- 
ment as well as for a fairly wide range of 
business. It gives us an income figure 
which is usually of importance in deciding 
dividend and profit investment policies. It 
js at least an income figure which repre- 
sents what has already passed into the cash 
account or will shortly reach that destina- 
tion. It of course cannot give any meas- 
ure of the amount of that profit still on 
hand in liquid form, but no other income 
figure is apt to give us any such result. 
Some other possible tests would credit in- 
come, a goodly portion of which might not 
be available for this purpose for long per- 
iods. 

Another strong factor in support of the 
sale is its superior legal standing. Of all 
possible tests it probably en, ‘s the high- 
est legal recognition. The passing of title 
‘s a stage which the courts accept as evi- 
dence of the completed transaction and is 
the decisive element in most cases brought 
forward for court adjudication. For in- 
come tax purposes it is therefore extreme- 
ly useful. It must be accented however 
that the income tax treatment is quite as 
largely the result of current accounting 
practice as of legal procedure and that 
new “established practices of the trade” 
might well outweigh the legal aspect. It is 
nevertheless true that accounting practice 
has not been very meticulous in its ob- 
servation of the matter of passing of title 
but has more generally specialized on the 
iact of shipment as the indication that the 
sale transaction is complete, though in cer- 
tain types of sales contracts title undoubt- 
edly passes at some earlier point. The le- 
gal distinction between ascertained and un- 
ascertained goods is seldom made use of in 
accounting discussion of this point. Prob- 
ably with the wide diversity in methods of 
retaining or passing title in installment 
sales agreements title has become of less 
accounting significance. 


In spite of these distinct advantages of 
the sale test it must be emphasized that 
there is still a wide portion of business in 
which conditions differ materially from 
those just assumed. It is evident that in 
those businesses which enter into sales con- 
tracts or take orders for goods in advance 
of production we have a situation some- 
what different from the typical one out- 
lined so far, and there is considerable room 
for doubt as to the exact stage at which 
income should be credited. The previous 
statement that the sale is the last vital 
step in the process no longer holds or it 
has to be modified since we are dealing with 
a series of steps all going to make up a 
completed sale. We therefore no longer 
have a single sale test. Let us suggest the 
following as some of the significant stages 
of the process: 

1. Taking the order or signing the con- 
tract. 

2. Purchase of the raw materials or plac- 
ing a hedge to cover. 

3. A longer or shorter production pro- 
cess. 

4. Completion. 

5. Segregation of the goods for the con- 
signee. 

6. Receipt by consignee. 

7. Collection. 

I am sure that the lack of uniformity be- 

tween different types of business is here 

so complete that for each stage enumerated 

an industry or a number of companies 

might be found which use that particular 

stage for making the transfer to the in- 

come account. 

It might seem absurd to calculate profits 
on receipt of a signed sales order before 
any steps toward production had been 
taken, though a broker, whose responsi- 
bility ceases at that point, might do so 
even though the company does not credit 
his commission until actual acceptance of 
the goods by the purchaser. In the milling 
industry where binding sales contracts are 
entered into in advance of production and 
where sales are immediately covered in the 
wheat market by a purchase or a hedge, 


84 The Accounting Review 


there is some considerable reason for de- 
fending an income procedure which takes 
credit for the profit on such covered sales 
in advance of filling the order. The 
amount earned on the sale can be consid- 
ered reasonably certain, since we have a 
legally binding contract which is usually 
enforced. ‘There will of course be losses 
on cancelled contracts but in normal times 
these are not so numerous as bad ac- 
counts. At a time like the break in the 
wheat market in 1920, however, such can- 
cellations may assume the proportions of 
a catastrophe. Millions were lost by mill- 
ing companies at that time. A reasonable 
reserve provision will usually take care of 
this loss; the costs of milling wheat are 
pretty definitely known and can similarly 
be provided for. Some milling companies 
have adopted this procedure, but from the 
standpoint of “substantial completion of 
the business process” such a method would 
be subject to criticism, since the real func- 
tion of the milling company has not yet 
been performed. It might be justifiable 
to take credit for a portion of the profits 
at this time since substantial services have 
already been performed on the contract 
but it is scarcely timely to credit the whole 
income, no matter what costs are deducted. 

On the other hand production as a test 
of income realized has much in its favor in 
those cases where there is no longer any 
question of having to sell. Where a defin- 
ite order is on hand and the goods are 
ready for delivery only the relatively unim- 
portant step of delivery to the carrier re- 
mains to convert them into receivables, and 
it seems unnecessarily conservative to in- 
sist on the last letter of the law. A distinc- 
tion between stock goods and special might 
be made and the justice admitted of con- 
sidering one unsold until definitely segre- 
gated and set aside for the particular or- 
der, since legal title depends on these fac- 
tors. Special goods however would not need 
to wait for this procedure. A more impor- 
tant matter from the accounting stand- 
point and one more frequently considered 
is the practice of the business in insisting 


on carrying out sales contracts and the 
number of cancellations which are per- 
mitted. Again reasonable provisions for 
such losses of profit may be made. Sub- 
stantial performance is certainly present 
in these transactions to almost as high a 
degree as in the usual credit sale. A some- 
what stronger case can be made for those 
companies whose output is contracted for 
in total at either a fixed price or market. 
Evidently the degree of certainty of re- 
sult is very high and the business process 
of the company ceases with production and 
shipment. Finished goods held for ship- 
ping orders can certainly be listed at sell- 
ing prices, since the only uncertainty is the 
exact length of time which may elapse be- 
fore shipment. 

In the contracting firm this procedure 
has been carried a step farther, at least in 
the case of long-term contracts, in that 
profit is regularly taken at the end of the 
fiscal period on unfinished work on the 
basis of percentage of completion. The im- 
pelling reason for this method is of course 
that in no other way can the company 
arrive at anything like an equitable distri- 
bution of its income between periods. It 
appears manifestly illogical to withhold 
all profit on a two year contract until 
time of completion but the method adopted 
involves the acceptance of the principle 
that income accrues on every $1 of expen- 
diture on the contract. This principle finds 
practically no advocacy among account- 
ants and even in this connection is seldom 
definitely admitted. Some good point at- 
taches to the argument that profit depends 
directly on satisfactory completion of the 
contract and that in case of failure to com- 
plete, losses rather than earnings would 
result. Also final inspection may disclose 
deductions to be made for unsatisfactory 
work. But these hazards are not usually 
considered sufficiently important to invali- 
date the procedure adopted. The method is 
even more applicable to cost plus contracts 
where profits are calculated directly in con- 
nection with all work done. A rather high 
degree of estimate is required to obtain the 
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result, more so possibly than in the case 
of manufacturing, but the need is so plain 
that practice has usually condoned this 
fault. 

In the case of contracting companies 
which carry on a considerable number of 
projects each year, some of which are in- 
complete at the end of the year, a fair 
showing of income may be made by in- 
cluding only profit on contracts finished. 
There is therefore not the same necessity 
for accruing profit on unfinished work and 
we find in practice that the method is less 
often used. Such firms approach more 
nearly the conditions in the manufacturing 
plant which produces on previous order 
and the usual cost assumption that unfin- 
ished work represents merely costs ex- 
pended is usually applied. However the 
arguments given above in favor of percent- 
age of completion apply here with the 
same degree of validity. Since sale realiza- 
tion follows directly upon completion and 
a considerable percentage of the whole 
year’s work may be unfinished at state- 
ment time, profits on a goodly share of 
the year’s work may be excluded from the 
income account. 

The widespread use of the time of ship- 
ment for income credit is based in most 
cases on the same conservatism which will 
not take income until results are considered 
assured and from the standpoint of record- 
ing convenience, this is quite desirable. 
Where uncertainty as to acceptance of the 
shipment by the customer is present it may 
be better to postpone the credit until no- 
tice of acceptance has been received; espe- 
cially is this true of warehouse liens or 
drafts with attached bills of lading where 
dealers sometimes fail to raise sufficient 
funds in time to take up the drafts. 

There is another type of sales situation 
which needs further discussion. I have 
defended the sale on the ground that it 
most frequently is the last vital step in the 
business process. There are however a 
goodly number of industries and business 
situations in which the sale is not a very 
vital step. Wherever sale follows quite as 
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a matter of course or presents no problem 
to the management it also becomes of neg- 
ligible importance in income determination. 
I have already cited the case of the com- 
pany which has its output contracted for 
in advance, which is somewhat akin to this 
condition. Farming represents possibly the 
best example, for the farmer is a producer 
and not a merchant (at least until the 
passage of Mr. Hoover’s coming farm re- 
lief measures!), and a grain market or an 
elevator stands ready to take his entire 
output off his hands when delivered. The 
farm price method of inventory has long 
been recognized and means of course that 
production is the earning-point in income 
calculations. 

A number of other extractive industries 
are in the same position since a general 
market stands ready to take their product 
at the going price and the company has 
merely to make its decision as to when and 
where it will market its commodity to con- 
vert inventory into sale. Theirs is purely 
a production problem and it is reasonable 
to calculate profit on ore inventories. There 
is of course the problem of fluctuations of 
market prices to be considered, and the 
exactness with which final income to be re- 
ceived can be calculated may be questioned. 
Any income figure arrived at might rather 
be one “realizable at the present time” 
rather than one realized at the actual time 
of delivery to the market. If the industry 
elects to hold its goods for higher prices 
it is to that extent speculating on the mar- 
ket and thereby has a speculative profit or 
loss to deal with in addition to the profit 
on production. 

Another situation in which the sale is 
quite negligible as in the case of holding 
marketable securities. Value increases in 
the security account are convertible al- 
most immediately into cash and this in- 
crease is much more readily realizable in 
cost than the profit on credit sales. A 
distinction has been made between owner- 
investor and dealers in securities. ‘The in- 
vestor is interested primarily in the annual 
return to be derived from his investments 
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and in security of his principal, so that 
market fluctuations do not greatly affect 
his investment policy. Over longer peri- 
ods, however, he will need to revalue his 
capital investment and is always inter- 
ested in the market situation. 

The dealer in securities purchases partly 
with the idea of making a profit on a specu- 
lative market and will convert his purchase 
into cash when he attains this profit. His 
financial position and his speculative pro- 
fits cannot be determined until unsold se- 
curities are inventoried at market. A state- 
ment of profits in terms of completed sales 
only would give an entirely inadequate pic- 
ture of his income. Accountants have al- 
ways agreed to his inventorying at market 
where that is lower than cost but do not 
always countenance a higher valuation. 
The result is the same dual standard which 
has always obtained for merchandise in- 
ventories, losses being determined by either 
sale or market price, profits only by sale. 
In the case of the security dealer this is 
particularly objectionable since it results 
in an altogether distorted view of his pro- 
fits where he holds both securities which 
have risen in value and some which have 
fallen. Income tax authorities have recog- 
nized this fact and permitted market valua- 
tions. 

The same position should be taken for 
dealers in the other more speculative mar- 
kets. Any reasonable statement of their 
position or profits would have to inventory 
all open trades and purchases at market. 
In some of the option markets a system 
of daily or weekly cash settlements con- 
verts such profits and losses into cash re- 
ceipts and disbursements but the profit or 
loss is just as real whether this is done or 
not. These profits or losses are inherent 
in the particular trading situation and 
eannot be ignored without distorting both 
the statement of financial position and the 
profits. Whatever income is involved is 
highly realizable, just as available as ac- 
counts receivable, and is a regular source 
of loss or gain. 

The refusal of income tax authorities to 


extend the privilege of inventory to the 
investor in securities may be best from a 
tax standpoint but has frequently led to 
periods of “profit-taking” or rather “loss- 
taking” by investors for the sole purpose 
of meeting income tax requirements, since 
the only step necessary to convert “unreal- 
ized losses” into realized is to sell the 
security—and possibly immediately repur- 
chase the same issue. 

In this connection it is interesting to 
consider the peculiar position of one type 
of investment trust and the holder of the 
trust certificates. The trust is making 
two kinds of profits for its investors, if 
successful, a. income from securities and b. 
profit on rises in value of securities held. 
These rises in value at the end of a period 
may have been realized in cash by sale or 
may still be represented by securities on 
hand. A complete statement of income for 
the trust would have to consider such ap- 
preciations as well as sales, at least where 
the investor may withdraw, his investment 
and his share of the profits, let us say, 
at will. Some investors have therefore 
probably withdrawn both their share of 
profits realized in cash and those not yet 
validated by sale. Also no statement of 
the standing of the trust would be signifi- 
cant which did not show market values for 
securities. 

The holder of the certificates of trust 
is in a still different position. Cash income 
to him is only dividends paid on the certi- 
ficates, but he may realize his proportion- 
ate share of all gains of the trust by with- 
drawing. It would seem to me that in both 
these situations the best statement of in- 
come and the best balance sheet would both 
have to be stated at market. 

The discussion of securities has led us 
into the topic of appreciation, which is 
to have more ample discussion on this pro- 
gram than I have time for here, but no 
discussion of tests of income can pass with- 
out some reference to that topic. Ap 
preciation of assets other than securities 
do not possess the element of certainty 48 
to receipt or amount, there is usually no 
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immediate prospect of realizing in cash or 
liquid funds, and it is difficult to set up a 
regular accounting process for recording 
without departing rather widely from the 
course of regular transactions. But there 
can be no doubt, it seems to me, of the 
importance of this factor for balance sheet 
purposes, and I do not see how, in the long 
run, appreciation of an asset like land can 
be kept off the balance sheet without mak- 
ing it a poorer statement for credit pur- 
poses and without distorting income calcu- 
lations at some point. As an example of 
the absurd results to which adhering to 
cost for land may lead us, let me cite the 
following instance brought to me by a 
student. 

A farmer had purchased 200 acres of 
Iowa land in 1905 at $100 an acre. Dur- 
ing the land boom of 1919 he sold his 
farm to the student at a price of $200 per 
acre, realizing a profit of $20,000 on cost; 
but only $4,000 was paid down. After 
looking about for a new place to farm he 
found his neighbors were all demanding 
$300 per acre and after a month’s search 
he actually repurchased his own farm from 
this student at $225 per acre, returning 
the cash payment and paying a $5,000 
bonus for his farm. Now current account- 
ing methods would clearly record a profit 
on the sale of his farm of $20,000 and a 
new farm purchased for $45,000 at no loss. 
Evidently this is an absurd version of a 
transaction in which the only net result 
was the loss of $5,000 in cash by the far- 
mer and an equivalent gain by the student. 
Surely here the sale as a sole test of in- 


come is inapplicable and some other basis 
of calculating profits or values would have 
to be used. 

It is not possible in the brief compass 
of this paper to cover many of the es- 
sential details of the problem of income 
incidence but I believe that I have been 
able to bring out a few of the more impor- 
tant considerations. I hope I have con- 
tributed some more evidence that: 

1. While the sale is an adequate test 
of realized income in a large percentage of 
business conditions, the one-sided view- 
point that it is the sole income determinant 
must be denied ; 

2. That no single test can well satisfy 
all the varying conditions of production, 
sale, and credit service which are found in 
business practice ; 

3. That there is in fact no high degree 
of uniformity in the application of the 
sale test ; 

4. That in actual practice other tests 
are quite well recognized and are bound to 
receive more support ; 

5. That while the sale need not be re- 
fused because it is not the most conserva- 
tive principle possible, neither can other 
tests be called unconservative because they 
are less conservative than the sale; and 
finally, 

6. That proper accounting treatment 
of the income problem must take cogni- 
zance of the differences in business methods 
and operations and admit new treatments 
of the problems which may promise to 
give more accurate accounting and busi- 
ness results. 
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f I Y HE PHOTOGRAPHER, amateur or pro- 
fessional, who attempts to bring 
back pictures from another land 

operates under a number of limitations. 
Chief among these limitations are three: 
The exposure which is necessary to de- 
velop the details of the picture; the pro- 
per focusing of the machine on the subject 
matter; and finally, deterioration of the 
pictures, themselves, to use accounting ter- 
minology, due to wear and tear and the 
passing of time. It is suggested that in 
the present instance each of these factors 
tends to make dim and indistinct the pic- 
tures, which form the subject matter of 
this paper. 

Inadequacy of exposure was due to in- 
sufficient time to study all the details that 
are involved in cost accounting in Great 
Britain. The competition of the many 
other items of interest in England’s capi- 
tal city made difficult proper focus. And, 
finally, the deterioration that inevitably 
comes as months pass by, the coldness of 
the shorthand notes and the resumption of 
old tasks tend to obscure the accuracy of 
pictures once fairly distinct. 

These limitations are enumerated to 
show the necessity for using qualifying 
words in the conclusions presented. They 
indicate the impressionistic character of 
the descriptions that follow. These im- 
pressions may be grouped under three prin- 
cipal heads. 

1. Present day cost accounting in Great 
Britain seems to be a new “story” begin- 
ning after the war, rather than a develop- 
ment of the older phases of factory records 
known as works accounting. 

2. A comparison of the content of pres- 
ent day cost accounting theory and prac- 
tice in Great Britain with that in the 
United States seems to show more elements 
of likeness than of difference. 


COST ACCOUNTING IN GREAT BRITAIN 


H. S. 


8. The further development of cost ac- 
counting in Great Britain seems closely 
identified with the features of the present 
industrial situation in that country. 

Students of cost accounting are aware 
of the existence of the factory system and 
of factory records in Great Britain many 
years prior to their appearance in the 
United States. Babbage wrote his book on 
economy of manufacture long before the 
United States had begun to act or think 
industrially. Garcke and Fells “Factory 
Accounts” was published in 1887, a genera- 
tion before factory accounting books ap- 
peared in this country. In the United 
States cost accounting seemed to have a 
mushroom growth. It developed rapidly, 
spread itself extensively and intensively, 
only to be discarded and cast overboard 
in many instances, by managements who 
felt it to be a burden. And, quite often 
these managements were correct in their 
criticism that it was top-heavy, unwieldy 
and expensive. 

It seemed reasonable to expect that the 
mistakes which entered into the rapid de- 
velopment of cost accounting in the United 
States might be made evident through 4 
study of the slower development of the 
science across the water. A comparison of 
the characteristics manifested through 4 
conservative growth of over forty years 
in Great Britain should suggest methods 
of modifying American cost: accounting 
so as to make it more acceptable to fac 
tory administrators. 

However, the evidence, collected and ex- 
amined, proved the fallacy of the foregoing 
hypothesis. The old works accounting 
systems, which began in the eighties and 
continued for some thirty years, seem to 
a large extent neglected by British cost 
accountants of the present day. Rather 
is there a tendency to honor and emulate 
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the accomplishments of cost accountants in 
this country. Instead of referring to the 
development of their own works account- 
ing, one constantly meets suck expressions 
as the following: 

“Costing has generally been worked out 
both in the United States and in Germany 
on a much more scientific and uniform basis 
than in this country.’”” Again, “In America 
much greater progress has been made 
along lines which are suitable for this coun- 
try, with slight modifications.’” Still again, 
“The scientific application of accounts to 
the ascertaining of the cost of production 
is one of the great needs of our time. We 
are not keeping pace with other nations. 
Take for example the United States.”* The 
following quotation is significant, “The 
general public has a hazy idea that it 
(meaning Cost Accounting) is some new 
American invention which installed in a 
factory will of itself work wonders in the 
way of making articles more cheaply and 
generally improve everything.”* And fin- 
ally, the seventh edition of Garcke and 
Fells appearing in 1922, contains this 
paragraph: 

“In 1887, when ‘Factory Accounts’ first ap- 
peared, ‘Cost Accounting’ was a neglected and 
non-recognized branch of Accountancy. To- 
day it is no longer necessary to urge the im- 
portance of the systematic and continuous as- 
certainment of the costs of production, and 
this advance in appreciation of ‘Cost Account- 
ing’ has arisen, in the main from the prom- 
inence given to more or less empirical sys- 
tems of ‘Costing’ brought into operation dur- 
ing the war, not only in connection with the 
control by the State of a large number of 
industrial organizations in order to obtain re- 
quisites for the carrying on of war, muni- 
tions, food-stuffs, and other commodities, but 
also in connection with Governmental controls 


*Edward T. Elborne, The Costing Problem 
(London) Extract from report of committee of 
commercial efficiency, appointed by Federation of 
British Industries, September, 1918. 

*J. M. Scott-Maxwell, Costing and Price Fixing 
(London, 1928) Introduction. 

* W. Strachan, Cost of Accounts (London, 1928). 

*A. Cathles, The Principles of Costing (Lon- 
don, 1923), 
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in relation to the maximum prices chargeable 
in the various branches of trade and for 


wholesale and retail transactions.’”® 


Note, please, the use of the term “Cost” 
rather than “Works” Accounting and the 
reference to the war as a stimulus for cost 
activity. 

The output, since 1920, of more than a 
dozen books dealing with factory account- 
ing is also significant. Almost without ex- 
ception these books are entitled, not In- 
dustrial, Works or Factory Accounting, 
but rather Cost Accounting. And in their 
content one finds the cost concept predomi- 
nant. It is the idea of control over factory 
operation made possible through constant 
knowledge of costs, that is fundamental in 
their development. 

It may also be noted that the name of 
the national organization which promotes 
and sponsors cost accounting in Great 
Britain puts the word “Cost” ahead of 
“Works.” It is called the Institute of Cost 
and Works Accountants. This organiza- 
tion is one of four dealing with the record 
aspects of incorporated companies. The 
four include The Institute of Chartered 
Accountants, The Society of Incorporated 
Accountants and Auditors, The Chartered 
Institute of Secretaries and The Institute 
of Cost and Works Accountants. The first 
two of these four represent the public ac- 
countants in Great Britain and are well 
known to the accountants in the United 
States. The third represents an associa- 
tion of those interested in the work of 
incorporated company secretaries, while 
the last represents the cost accountants. 

The Institute of Cost and Works Ac- 
countants was organized in 1919 coinci- 
dent with the forming of the National As- 
sociation of Cost Accountants in this coun- 
try. It has many features similar to the 
National Association of Cost Accountants, 
such as headquarters in the city of Lon- 
don, with local chapters in London, Liver- 
pool, Manchester, Sheffield, Birmingham, 
and other centers. It publishes a periodi- 
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cal giving articles dealing with aspects of 
cost accounting and news of the chapter 
activities. Membership in it is not denied 
to those who are members of any of the 
three other societies and a considerable 
number of public accountants are included 
in its roster. Unlike the National Associa- 
tion of Cost Accountants and like the other 
three organizations in England, it sets ex- 
aminations which must be passed as a pre- 
requisite to membership. 

So it is that one finds in Great Britain 
a cost accounting movement that seems to 
be new rather than an outgrowth of previ- 
ous works accounting. The acknowledged 
statements of recent British writers, the 
discontinuance of the title “Works” and 
the use of the title “Cost” accounting, and 
the cost characteristics of the British or- 
ganization seem to point to the beginning 
of a new chapter in cost accounting in 
Great Britain. Like the product of our 
largest automobile producer, the new model 
is not a refinement of the old but an en- 
tirely new creation from shock absorbers 
to gas tank. 

As in the case of the new Model A Ford, 
it may now be interesting to examine the 
anatomy of this new cost accounting and 
discover whether the elements of the new 
cost accounting bear out the professions 
stated above. That brings us to the sec- 
ond impression which is: That the con- 
stituent parts of cost accounting theory 
and practice in Great Britain seem to show 
more elements of similarity with American 
cost accounting than of dissimilarity. And 
it might be added that in many cases of 
dissimilarity the present trend seems to be 
toward American cost theory. 

Impression number two, just given, is at 
least suggested by the factors supporting 
impression number one. It seems to be 
further suported by an analysis of present 
day cost accounting in Great Britain. 
Since it is impossible to consider all of the 
details of cost accounting as it exists to- 
day, it is proposed to examine a few which 
seem to be outstanding. 

In the following particulars American 


practice is followed: purposes of cost ac- 
counting; departmental overheads; timely 
reports presented graphically; and close 
co-operation between the cost accountant 
and the factory operatives. It is proposed 
to consider first the elements of similarity, 

The purposes to be served by cost ac- 
counting include, according to one writer, 
statistical, economic, manufacturing and 
administrative. Or by another analysis, 
production cost determination, control of 
running expenses, economic use of capital, 
interim reports and constant responsibility 
and services to the industrial engineer. The 
extent of analysis, the technique of the 
system and the intricacy of its operation 
are all to be dependent upon the executive's 
use of the cost reports. 

It is recognized in Great Britain that 
a single overhead rate does not provide for 
a satisfactory distribution of indirect ex- 
pense. The manufacturing plant, or the 
“works” as it is known in England, must 
be divided into departments and expenses 
must, if possible, be identified with these 
departments. Thus we have overhead iden- 
tified with departments and divided into a 
large number of classes, such as power 
cost, floor space cost, machine hour cost, 
and others. 

The third similarity deals with more 
frequent and illuminating reports. The 
measure of any cost system is the extent of 
its utility. In turn, its utility depends 
upon the time the cost reports are avail- 
able to the management. Delayed reports 
prepared at infrequent intervals are great- 
ly to be deplored. Good cost accounting 
practice provides reports, issued frequent- 
ly and in short order, which give to the 
management continuous touch with the ac- 
tivities of the factory. 

Other characteristics of American cost 
accounting, found today in Great Britain 
include such items as interest and rent as 
elements of cost, the problem of idle capac- 
ity as it relates to overhead rates, the 
difficult problems of by-product costing 
and the use of standard or predetermined 
costing. 
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All of these procedures, found in pres- 
ent day cost accounting in Great Britain, 
as has previously been suggested, sound 
strangely American. Yet they represent the 
impressions gained by the writer in his 
study of cost accounting in that country. 
They do not comprise all of the elements 
which are characteristically like our own 
but they are typical and representative. 

It is dissimilar and retains a portion of 
the characteristics of works accounting in 
terminology, in the various divisions of 
cost accounting one “allocates on cost” in- 
use of mechanical devices to permit eco- 
nomical handling of detailed materials. 

There is naturally a _ retention of 
“Works” terminology. Just as one rides 
in the “tube” instead of in the “subway,” 
takes a “lift” to the street instead of an 
“elevator” and continues his journey on 
a “tram” instead of a street car—so in 
cost accounting one “allocates on cost” in- 
stead of “distributes overhead,” one has 
“constant expenses” rather than “fixed ex- 
penses” and the system is a “costing” sys- 
tem rather than a “cost accounting” sys- 
tem. Then, too, you “recover your fac- 
tory expense” through overhead rates. 
While the terminology is distinct here, as 
in metropolitan transportation, it is a dis- 
tinction of word labels, rather than of 
ideas. 

The outstanding dissimilarity seems to 
be the preserving of the manifold division 
of cost systems. These include, single, 
multiple, terminal, operating, process and 
the like, referring to methods of produc- 
tion which seem to require modifications of 
treatment in cost accounting. This mani- 
fold division seems somewhat complicated 
when compared with the American analysis 
of order and process systems. It also 
seems inconsistent with the other char- 
acteristics of present day cost accounting 
in Great Britain. 

The American accountant is impressed 
with a hesitation on the part of general 
accountants as well as cost accountants to 
make use of mechanical devices to save 
labor in handling masses of figures. The 


recent growth of English companies manu- 
facturing such devices promises a change. 
There exist a few hopeful signs that me- 
chanical devices will be more extensively 
utilized in the future. 

As in the items of similarity, the few 
points of difference just mentioned do not 
cover every element which is distinct. But 
they seemed typical and are here presented 
as such. It is felt that the points of simi- 
larity are more fundamental, more deter- 
minative and more essential in their ap- 
plication to present day cost accounting 
in Great Britain. 

The third and last impression is that 
the present industrial situation in Great 
Britain is compelling attention to the con- 
trol and efficiency aspects of cost account- 
ing. 

Manufacturing conditions do not seem 
to be satisfactory to the British manufac- 
turer. Here and there are instances of 
highly successful and very progressive in- 
dustries, but, on the whole, one is led to 
feel that all is not well. There is a con- 
stant advertising appeal to patriotic 
rather than economic motives—“Buy Brit- 
ish” is the slogan. There are disquieting 
statistics on unemployment and commis- 
sions dealing with disputes between labor 
and capital. Consumers and owners of 
capital are strongly criticizing the ineffi- 
ciency of management. 

To meet these problems, the British busi- 
ness man, who, is considered to be an in- 
dividualist, has caused large federated as- 
sociations to be formed. Many of these 
associations in an attempt to improve con- 
ditions have encouraged the adoption of 
uniform cost systems. A committee of the 
Federation of British Industries reporting 
on commercial efficiency made this state- 
ment: “The committee desires to empha- 
size the fact that although co-operative 
action can do much to improve general 
efficiency of industries, no amount of co- 
operation between individual firms can be 
really effective unless the internal organi- 
zation of individual firms attains maximum 
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efficiency.”® A British writer has stated 
the situation as an attempt to stabilize in- 
dustry from within. And this internal 
stabilization is to be effected in part by 
the control over manufacturing activities 
which is possible through cost accounting 
systems. 

The competition which the British manu- 
facturer is finding not only in the world 
markets, but in his own country, is forc- 
ing an increased interest in more accurate 
methods. These methods involve scientific 
management, planned production, control 
of materials, effective wage payment plans, 
economical use of manufacturing capacity, 
and other features, all of which are closely 
related to cost accounting. Cost account- 
ing seems due to obtain a cordial reception 
in this attempt to take up the slack in 
manufacturing processes. 

Cost accounting is also considered as 
a partial solution to labor difficulties. The 
visitor in England gets the impression that 
while the laborer in England may earn 
less, the cost per unit is higher than in 
the United States. Time and again it is 
suggested that accurate cost thinking on 
the part of labor and capital will give 
both parties a similar point of view and 
lead to co-operation. The following quo- 
tation taken from an address by a leading 
British Chartered Accountant before the 
professional body at Bristol, England, and 
printed in our own Journal of Account- 
ancy in July, 1927, illustrates the labor 
feature which has been mentioned: 

“In concluding this survey of cost accounts, 
it is permissible to consider for a moment the 
public aspect of the question and its ultimate 
effect on the relations between capital and 
labor and between producer and consumer. 
These relations are at present very much un- 
der discussion and if industry, and all it 
means for the maintenance in reasonable com- 
fort of a congested population, is to survive, 
it is clear that the era of suicidal strikes must 
be quickly banished and superseded by some 
more sensible methods of avoiding if possible, 
but at any rate of settling disputes. The im- 


*September, 1918. 


pression is gaining ground that the present 
disastrous conditions are largely due to the 
intense secrecy which prevails as to the real 
cost of production and the disposal of the 
resulting profits. If every producer and whole- 
saler and retail dealer were to publish the 
salient features of his business, none would 
be unduly prejudiced unless he were retain- 
ing an undue profit. The experience of those 
members of the trade who were doing well 
would be available for the use of others doing 
bad, and in fact the same comparison of cost 
would be available between different pro- 
ducers, as is now available within one or 
ganization as between its different factories, 
Such publicity would in the long run tend to 
reduce cost of production and distribution 
throughout the industry to a fair division be- 
tween wages and profits and to a fair price 
to the consumer.””” 

The unsatisfactory character of the in- 
dustrial situation in Great Britain seems 
to be compelling an interest in the use of 
cost accounting. As Cropper has put it 
in his book on accounting, “Prior to the 
war cost accounting was regarded as a 
necessary nuisance, it is now recognized to 
be of first importance.” It is suggested 
that this new appreciation of the utility 
of cost accounting, particularly in the 
light of present industrial conditions, will 
provide interesting developments in the im- 
mediate future. 

In conclusion, attention should be called 
briefly to a number of related impressions. 
Many leading public accountants feel the 
responsibility for the present undeveloped 
state of cost accounting. Much attention 
is being given to scientific management as 
it is practiced in the United States and 
other countries. Institutes are being 
founded for the study of industrial ad- 
ministration in British schools of tech 
nology. The incoming chancellor of Aber- 
deen University stresses the demand that 
industry is making for adequately trained 
graduates. New provincial and city unr 
versities are being opened, which will in 


7Sir Arthur Lowes Dickinson, “The Construc- 
tion, Use and Abuse of Cost Accounts,” The Jour- 
nal of Accountancy, July, 1927, p. 19. 
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Cost Accounting 


dude the study of economics and business. 
A commission is set up headed by Sir 
Josiah Stamp to promote graduate study 
in the field of economics. These pictures 
of related activities are indicative of the 
environment in which cost accounting finds 
itself. 

The cost accounting which is receiving 
serious consideration in Great Britain to- 
day is the same brand of accounting ac- 
tivity which we, in this country, term cost 
accounting. In Great Britain interest in 
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this subject was renewed during and im- 
mediately following the war. It has been 
kept alive and increased by the many writ- 
ings that have appeared since 1920, and 
by the organization of a national body to 
foster its development. Finally, it has been 
intensified by insistent demands of the 
present industrial situation. 

Such factors tend to assure the visitor 
from this country that promising develop- 
ments may be expected in cost accounting 
in Great Britain in the next ten years. 


THE CHANGING OBJECTIVES OF ACCOUNTING 
H. C. Darnes 


ITHIN THE PAST FEW YEARS, con- 
siderable discussion has arisen 


among accountants concerning 
such questions as the proper basis or bases 
for valuing balance sheet items, what con- 
stitutes income, what are proper elements 
to be included in costs and the responsibil- 
ity of the accountant for furnishing statis- 
tical information on internal operations. 
Much has been said for and against certain 
theories with respect to these matters and 
the debate bids fair to be of the usual 
interminable variety. It is the purpose of 
this paper to examine some of the objec- 
tives of accounting with a view to ascer- 
taining if such a consideration may shed 
additional light on these questions. It 
would appear that much of the arguments 
are due to the different ideas of account- 
ants, business men, economists and others 
as to what the fundamental purpose or 
“function” of accounting is. It is possible 
that much of the controversy would dis- 
appear if it is recognized that there are 
widely different purposes and problems for 
which accounting information is necessary 
and that the particular information which 
is needed will vary from one problem to 
another. Let us therefore examine these 
various points of view. This consideration 
of objectives might be divided roughly into 
those that pertain to general or financial 
accounting and those that pertain to cost 
accounting. 

For the want of a better term this is 
called the “orthodox” view with reference 
to general accounting. The dominant note 
in this point of view appears to be that 
the accounting records should be kept so 
as to reflect that income which is legally 
available for dividends. This is the point 
of view which is usually reflected in our 
standard texts in accounting and appears 
to be approved and highly in accord with 


the public accountant’s attitude as to the 
fundamental purpose of general or finan- 
cial accounting. 

It may be said that this view is particu- 
larly concerned with stressing what is 
called “realized income.” ‘This is generally 
supposed to mean that income should be 
recognized in the accounts only when a 
sale is completed. Just when a sale is com 
pleted is somewhat in doubt. It has been 
argued by different individuals that the 
signal for the recognition of income in the 
accounts should be cash receipts, accept- 
ance of goods by the customer, shipment of 
goods to the customer, the rendering of an 
invoice or bill, passage of legal title to the 
goods, the possession of an enforceable con- 
tract, complete performance on the part 
of the vendor, partial performance on the 
part of the vendor, completion of produc- 
tion or manufacture or a combination of 
some of these. It is quite apparent that ad- 
vocates of the “profits available for divi- 
dends” point of view are rather uncertain 
as to just the time when income does spring 
into existence, but in all these discussions, 
it has been tenaciously held that there must 
be a sale in order to realize profits. In 
other words fluctuations in the market 
value of unsold assets have no influence on 
the income account.’ 

Advocates of this view of accounting 
base their arguments as to what constr 
tutes income legally available for dividends 


One much discussed exception to this rule is 
when the market value of inventories is below cost 
in which case the lower of cost or market rule 
is applied. The position is untenable. Either the 
advocates of this view should adopt a theory of 
income which would recognize all fluctuations 
up or down, or else they should record declines 
in value of assets and the attending loss only when 
the sale is made. Of course the present practice 
of valuing inventories at cost or market 
ever is lower as it is ordinarily handled distorts the 
cost of goods sold and gross profit figures in the 
income statement. 
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on the much quoted American Malting 
Company case (Hutchinson v. Curtiss 
[1904] 92 N.Y. S. 70). In this case it 
was held that dividends had been illegally 
declared. Tue court said among other 
things : 

“These contracts were to deliver at a future 
time a product not yet made from raw ma- 
terial not yet purchased, with the aid of 
labor not yet expended. The price agreed to 
be paid at that future time had to cover all 
the possible contingencies of the market in 
the meanwhile, and might show a profit and 
ran the chance of showing a loss. When the 
sales actually took place, they were entered 
in the books. But to calculate months in ad- 
yance on the result of the future transactions 
and on such calculations to declare dividends, 
was to base such dividends on paper profits 
.... and not upon the surplus or net profits 
required by law. It does not seem to me that 
you can divide . . a hope based on an 
expectation of a future delivery at a favorable 
price of what is not yet in existence.” 


There are other cases which support 
this view. In Jennery vs. Olmstead (36 
Hun 586, affirmed 105 N.Y. 658, 18 N. E. 
926) it was held that appreciation in the 
value of United States bonds held by a 
bank should not be taken into the profit 
and loss account and be made the basis of 
cash dividend payments. In Marks v. 
Monroe Country Permanent Savings and 
Loan Association (52 N.Y. St. Rep. 451, 
22 N.Y. Supp. 589) the court held that a 
discount collected in advance in making a 
loan on a mortgage was not a proper credit 
to profits available for dividends. 

John R. Wildman’ cites the corporate 
statutes of Ohio (General Corporation 
Law of 1927, Section 8623-38) to the ef- 
fect that “Cash dividends shall not be paid 
out of surplus due to or arising from (a) 
unrealized appreciation in value of or the 
revaluation of fixed assets. .... ” Ap- 
parently in all of the above decisions and 
the statute cited, the rule applied to cash 
dividends. By implication a stock dividend 
might not be held to be illegal. 


*December 1928 issue of the Accounting Re- 
View, p. 399. 
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Hatfield® says “There has also been a 
series of decisions justifying the inclusion 
of an appreciation of the capital assets 
in estimating profits” and cites in substan- 
tiation Meyer v. Nethersole, 75 N.Y. S 
987, 990 (1902) ; in re Spanish Prospect- 
ing Co., (1911) 1 Ch. 99: Ammonia Soda 
Co. v. Chamberlain, (1918) 1 Ch. 266. 
On the whole the better view seems to be 
opposed to such inclusions where cash divi- 
dends are to be paid out of such credits 
and hence adherents of the view that the 
accounts should primarily reflect the pre- 
vailing legal rules, are unrelenting in their 
attitude as to what should go into the in- 
come account. Thus H. A. Finney‘ states: 
“There is no principle of accounting more 
firmly established than the one which pro- 
hibits taking a profit by writing up a fixed 
asset which is not being sold.” Again 
Wildman, in an article entitled “Apprecia- 
tion From the Point of View of the 
C.P.A.”” says: “The conclusion well may 
be reached, therefore, that an estimated in- 
crease in the value of assets, even if the 
estimated increase is recorded in the books 
of account of an enterprise, does not in- 
crease either actually, or constructively, 
the surplus available to that enterprise for 
distribution as cash dividends” ... . and 
in the same article’ “The preceding dis- 
cussion of appreciation in its relation to 
capital seems to warrant the conclusion 
that an increase in the book value of an 
asset does not justify an increase in capi- 
tal account unless the asset has increased 
value in use. Increased value in exchange 
does not constitute grounds for increasing 
capital,” and again’ “If an appraisal re- 
lating to property which is subject to de- 
preciation, is used to create a surplus 
which will be apportioned by means of a 
stock dividend, the procedure is not only 
unsound in that it erroneously assumes an 
increase in capital, but it is misleading in 

* Accounting, p. 283. 

* Journal of Accountancy, XXXI, p. 389. 

* Accounting Review, December 1928, p. 399 
previously referred to. 


* Ibid., p. 401. 
7 [bid., p. 402. 
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that it conceals the burden which is placed 
on future earnings through the increased 
depreciation charges which must follow.” 
Couchman*® says that the write-up of the 
value of a patent “is not profit nor any- 
thing akin to profit and has no more real 
tangibility than the thinnest of thin air” 
and also® “I think I am justified in insist- 
ing that the chief functions of the account- 
ant must relate to past transactions or 
current binding contracts and that other 
factors which he accepts must be kept at 
the minimum. .... 

As a corollary to this general theory of 
income proponents of this view have em- 
phasized such matters as “the distinction 
between a saving and a profit,” “anticipate 
no profits but provide for all losses” “ap- 
portion evenly income and expense from 
period to period.” Thus various writers, 
(Finney, Kester, Hatfield) have pointed 
out that where assets are constructed by 
a concern at less than these could have 
been purchased on the outside that this 
constitutes a saving and not a profit. Mc- 
Kinsey*® says “Income should not be an- 
ticipated, but provision should be made for 
all probable expenses” and Kester’ in ex- 
plaining the accountant’s theory of income 
comments on “the desirability of stability, 
and evenness of profits rather than violent 
fluctuations as between fiscal periods.” 
Couchman” writes: “To summarize briefly, 
the theory underlying the balance sheet of 
a going concern is that every classification 
displayed therein shall have resulted from 
accomplished financial transactions and/or 
unfulfilled obligations to which the organi- 
zation is a party, modified by the attempt 
to allocate to proper fiscal periods all earn- 
ings and expenses. 

Throughout his experience as a teacher 
and practitioner, the writer has been im- 


*The Balance Sheet, pp. 127 and 45. 

*The Journal of Accountancy, October 1928, p. 
258. 

* Managerial Accounting, p. 2138. 

* Accounting Theory and Practice, Vol. II, p. 
418. 
™The Journal of Accountancy, October 1928, 
p. 258. 


pressed with the notion that the profit 
point of view has largely dominated our 
discussions of theory and practice. In 
other words, accounting questions have us- 
ually been decided in the final analysis as 
to their effect upon the income account, 
and this has generally been in terms of 
what income is thought to be legally avail- 
able for dividends. The adoption of the 
completed transaction theory of income 
has forced the accountant into a rather em- 
barrassing position with reference to the 
valuation of his balance sheet items. In 
keeping with the double-entry process the 
accountant has thought it necessary to tie 
his income statement to the balance sheet. 
This has resulted in a rather artificial 
showing of values on the balance sheet and 
an attempt on the part of the accountant 
to justify this method of showing values 
as proper for a going concern. Further 
comment on this situation will be made in 
the next section of this paper. Permeating 
all of the discussions of orthodox account- 
ing has been the suggestion of conserva- 
tism. According to some accountants even 
deliberate understatement of values was 
not only to be condoned but in many cases 
to be encouraged. In other words it was 
justifiable for accounting to conceal in- 
formation concerning economic values. 
The legal-dividend emphasis in account- 
ing discussions may be said to have arisen 
in this country with the growth of the 
corporate form of business. It has been 
dominant for many years and still exists in 
the minds of most accountants as the pri- 
mary objective of an accounting system. 
In recent years, there has been a tendency 
on the part of some to recognize other 
possible purposes of accounting. 


II. 
The World War with the attendant 


evils of inflation and the resulting decrease 
in the purchasing value of the monetary 
unit is primarily responsible for a new em- 
phasis in accounting discussions. It has 
focused the attention of accountants upon 
the rules of valuation governing balance 
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sheet construction which have proven 
grossly inadequate in recent years and 
therefore tend to give a misleading picture 
of the real financial condition of a concern 
ata given moment of time. This emphasis 
on correct valuation may be called the 
Valuation or Balance Sheet Objective. 

The proponents of this point of view 
contend that the orthodox rules of balance 
sheet valuation, viz. current assets and 
temporary investments at cost or market 
whichever is lower ; fixed assets and perma- 
nent investments at original cost with a 
proper deduction for depreciation and/or 
depletion; and deferred charges on the 
basis of an equitable prorating between fis- 
cal periods, are improper bases of valua- 
tion even for a going concern. It is con- 
tended that the ordinary investor or other 
lay reader of a balance sheet is not aware of 
the more or less arbitrary rules of valua- 
tion which accountants have adopted in 
balance sheet construction. The ordinary 
reader assumes that here are the present 
values of the assets owned by the concern 
and here is stated the present net worth. 
It is argued that this is a reasonable con- 
clusion and that accountants should not 
expect readers of balance sheets to discard 
the value concept which is generally ac- 
cepted in the every day world. The argu- 
ments that are usually advanced for the 
orthodox basis of asset valuation are well 
known and do not need repetition here. It 
may be safely said that no thinking ac- 
countant has failed at some time to note 
the inconsistency of these rules and to ob- 
serve that at times they fail to correctly 
reflect the “true” financial condition. It 
is the belief of the writer that the present 
balance sheet valuation rules have been 
adopted largely as a result of subordinat- 
ing the balance sheet point of view to that 
of the income statement. 

Heretofore accountants have believed 
that market**® values cannot be reflected on 
the balance sheet when market is higher 

* Market is used in this paper to refer to the 
replacement cost in the same market and in the 


usual quantities in which the concern makes its 
purchases. 


than cost, without recording in the current 
income account what they believe to be an 
“unrealized profit.” Because of the legal 
objection to the payment of dividends out 
of “unrealized profits” and the high regard 
for the theory of income which has pre- 
vailed, accountants have been willing to 
sacrifice the accuracy of the balance sheet, 
in order that the two statements might 
mathematically tie-up with each other. 
Hence many of the arguments and explana- 
tions about going concern values have been 
built up in an attempt to justify these 
more or less artificial values. In addition, 
of course, there has been the argument that 
market values are difficult to obtain in 
the case of many assets and hence such a 
basis should not be adopted. This, how- 
ever, does not seem to be the real reason, 
because the accountant has been unwilling 
to show market values even in those in- 
stances where such information could un- 
mistakably be obtained. An illustration 
of this is cost or market whichever is lower; 
not market at all times. 


It can probably be agreed that one of 
the objectives of accounting should be to 
record accurately and fearlessly, the en- 
tire facts with respect to present financial 
conditions. In so doing, may it not also 
be agreed that accountants should adopt 
a basis of valuation—if one can be found 
—which is theoretically consistent and 
logical, which is intelligible, reasonable, 
and easily understood by the ordinary per- 
son, which furnishes current and up-to- 
date information, and which permits of 
objective verification. Certainly, balance 
sheets based upon the orthodox rules would 
not qualify under these criteria. In the 
formulation of business policies and deci- 
sions, conservatism may be an excellent 
fault; but if it is the function of the bal- 
ance sheet to exhibit accurate and reliable 
values, the deliberate statement of values 
below undisputed market quotations is 
without defense. The aversion of the ac- 
countant to showing what he calls “un- 
realized profit” will be dealt with in a later 
section of this paper. 
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For the purpose of this discussion let it 
be assumed that the original valuation of 
assets is properly the cost price. Time will 
not permit an attempt at a theoretical jus- 
tification of this point. Of course, it must 
be recognized that some exceptions need 
to be made to this rule due to the practical 
and sometimes theoretical difficulty of de- 
termining exactly what constitutes. cost 
in a given case. The more difficult prob- 
lem of valuation, however, arises subse- 
quently to the original purchase, when the 
closing of the books and the preparation 
of the balance sheet present the problem of 
a proper basis for revaluation. There are 
four possible bases which might be adopted : 
(1) liquidation value, or that value which 
is likely to be realized if the assets were 
thrown onto the market in the process of 
an orderly or forced liquidation; (2) 
original cost with proper allowance for 
decline in value of current assets and al- 
lowances for depreciation and depletion of 
fixed assets; (8) capitalized income pro- 
ducing value; (4) present market price of 
replacing or reproducing a similar asset 
in its present state of condition. 

The first basis of valuation—liquidation 
—has most significance to the creditor who 
may be interested in what the assets would 
bring in case of sale if the business were 
forced to close. This basis of valuation 
is not of primary interest to the stock- 
holder, business executive, or general in- 
vestor. They are most interested in the 
value of the assets to the company as a 
continuing business enterprise. It is prob- 
ably safe to say that very few balance 
sheets would show solvency in case assets 
were valued on a liquidation basis. This, 
together with the fact that most readers 
of the balance sheet are not interested in 
liquidation, would seem to justify for or- 
dinary accounting purposes the “going 
concern concept” of value.** It does not 


“Some economists, notably Professor Jacob 
Viner of the University of Chicago, hold the be- 
lief that the value which the assets would bring 
in the market is the only proper basis of value 
for use in accounting. 


necessarily follow that this should be the 
same as accountants have held in the past, 
The liquidation basis of accounting has its 
place in accounting objectives under cer- 
tain conditions. 

The second method—original cost with 
proper allowance for decline in market 
value of current assets and allowances for 
depreciation and depletion of fixed assets 
—is the method now most commonly ac- 
cepted. Its greatest advantage is the fact 
that an original cost method is most easily 
subject to objective verification; it is the 
easiest to use in practice. This basis of 
valuation implies the conception of a bal- 
ance sheet as a history of what has hap- 
pened, rather than an accurate picture of 
the present situation. Attention is called 
to the fact that the accountant has not 
followed the original cost basis consistent- 
ly, but has modified it by market data 
when market proved to be lower than cost. 
This is illustrated in the case of current 
assets. Original cost is of little import- 
ance to the investor who is more concerned 
with present conditions and future profits. 
The past is unalterable. In the ordinary 
commercial enterprise the investment that 
has been made in the assets has little in- 
fluence in determining present values or 
future earnings. This basis also fails to 
take account of the changing character 
of the monetary unit. 

The third method—the capitalization of 
the income producing value of the net as- 
sets—has the merit of showing assets 
at more nearly their present economic 
values. Income in a business, however, 
is the result of so many varying factors 
outside of the assets in use that it does 
not appear to be a reasonable method for 
the accountant to adopt. It is impractical 
of application, since from the very nature 
of the case, the earnings of a business are 
the joint product of all the assets, condi- 
tions and services which the business pos 
sesses and uses. It is impossible, therefore, 
to impute on the basis of total earnings any 
particular value to any given asset. This 
method is useful in computing the value of 
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intangibles and has its place in accounting. 

The fourth method—present market 
price or the price of replacement to a go- 
ing concern—seems to the writer to be 
logically sound and practical enough in 
application to warrant its adoption. Ina 
competitive economic order, the person who 
outbids his competitors for the means of 
production, controls production. The 
free play of competing interests meeting 
in the market are the forces which deter- 
mine the valuation of economic goods. In 
an endeavor to explain this, economists 
hold that in a fluid market, price is deter- 
mined by the interaction of the market 
demand schedule and the market supply 
schedule. Assets are valuable on account 
of the future services which they will ren- 
der. The economist maintains that market 
value is an appraisal of the present worth 
of these services. The process of discount- 
ing involved in the translation of future 
values to present values is carried on by 
buyers and sellers who enter the market. 
This discounting process precedes the mar- 
ket activities of buyers and sellers, so that 
the market value results from these activi- 
ties. Under ordinary circumstances the 
accountant can rely upon the operation of 
economic forces to determine market 
values; he is therefore not usually con- 
cerned with the discounting process. Mar- 
ket values when obtainable are also objec- 
tive in character. In view of the fact that 
the operation of the laws of economics 
gives a concept of value which is accepted 
and generally used by the average person, 
it seems ridiculous for the accountant to 
establish a highly artificial basis for valu- 
ing balance sheet items which very few 
people understand. Of course, a market 
or replacement theory of value assumes a 
goig concern and would provide for de- 
preciation and depletion of such assets as 
are subject to these elements.*® The eco- 


*It does not necessarily follow that deprecia- 
tion should be computed on a straight line basis 
or on any other mathematical bases usually dis- 
cussed in accounting texts. Much can be said for 
computing depreciation for a period on the basis 
of the market decline in value. The straight line 


nomist’s concept of static conditions, which 
is assumed in some of the discussions of 
economic theory, has no place in account- 
ing. Since accounting is concerned with 
everyday affairs, one of its major functions 
should be to record faithfully and accur- 
ately, the changes which are taking place 
in business both in the nature of the assets 
and their valuation. As long as economic 
forces cause changes in value, the account- 
ant should be an impartial recorder of 
these changes. 

For accounting purposes it may be as- 
sumed that changing values of assets, as 
measured by the pecuniary unit, are the 
result of (1) changes in the market situa- 
tion due to changes in the effective demand 
and supply, and (2) changes in the unit 
used in measuring value—in this country, 
the dollar—ordinarily spoken of as 
changes in the purchasing value of the 
dollar. 

Whether the accountant has wanted to 
or not, he has been forced in recent years 
to alter his older theories of balance sheet 
valuation by taking into consideration 
appreciation of fixed assets. In fact ap- 
preciation in the value of fixed assets is 
now so widely permitted by accountants, 
whether reluctantly or not, that it may be 
said that the accountant has abandoned a 
strict adherence to his original cost less 
depreciation and depletion views. The ac- 
countant, of course, has failed to distin- 
guish the two basic causes of appreciation: 
(1) the general decreased purchasing value 
of the dollar and (2) the economic forces 
of supply and demand that have operated 
to affect the exchange value of particular 
assets. Although the accountant in prac- 
tice has recognized appreciation, he has 
hesitated to put himself unequivocally on 
record as favoring the recording of pres- 
ent values in the accounts. As a matter 
of fact, at the present time the accountant, 
who adheres to the orthodox rules of valua- 


basis of computing depreciation tends to give an 
appearance of regularity when there actually is 
no regularity. The greatest objection to the mar- 
ket decline method is the difficulty of securing ac- 
curate market quotations. 
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tion, is in the embarrassing position of 
overvaluing fixed assets purchased at the 
time of a higher price level. He thus lays 
himself open to criticism not only for lack 
of “conservatism” but actual overstate- 
ment. Under the cost of replacement 
theory, when the price level declines as is 
seen to be the case in comparing 1919 with 
1929 prices, this decline in value of assets 
would be recorded on the balance sheet. 
Under orthodox accounting rules, assets 
could be carried at original cost less depre- 
ciation or depletion even though this book 
value was grossly in excess of the cost to 
replace at the date of the balance sheet. 
The cost of replacement theory is thus 
more “conservative” in some instances, 
than orthodox accounting has demanded. 

Let us now consider the accountant’s 
view with reference to income determina- 
tion and its relationship to the problem of 
balance sheet valuation. As has been previ- 
ously mentioned, the most common objec- 
tion to showing cost of replacement values 
on the balance sheet is the hesitancy, when 
the market is higher than cost, to record 
in the accounts what is called an “unreal- 
ized profit.” As a basis for dealing with 
this argument, let us examine the current 
theories of what constitutes income. Hat- 
field*® says, “It is a peculiar fact that while 
business is carried on for the purpose of 
securing profits, while the distribution of 
profits is continually the subject of con- 
troversy in the courts, while the ascertain- 
ment of profits enters into the sum and sub- 
stances of accounting and the nature of 
profits enters largely into the discussion 
of every economist, the term is still vaguely 
and loosely used without satisfactory de- 
finition by either economist, man of affairs, 
jurist, or accountant.” 

There are, however, many definitions of 
profits which have been made for varying 
purposes. The time which is available for 
this discussion does not permit a detailed 
consideration of the subject." However, 

* Op. cit., p. 241. 


"Note article “What is Profit” A. C. Little- 
ton, The Accounting Review, Vol. III, No. 3. 
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a difference in point of view, that is appar- 
ent from a cursory examination of many 
of these definitions, is worth noting for our 
purposes. Profits may be defined: (1) in 
the purely legal sense, i.e., those amounts 
of gain which are legally available for 
dividends and (2) in the accounting sense, 
i.e., those amounts of increment which it 
may prove desirable to record in the ac- 
counts. Unless the courts change their 
attitude as to the definition of “profits 
available for dividends” it is probable that 
the accountant will be compelled to segre- 
gate those amounts of net worth which 
conform to the arbitrary legal rules. Be 
that as it may, it does not prevent him 
from recognizing in his accounts * other 
increments or decrements of proprietor- 
ship, if it seems desirable to do so. It is 
fairly obvious that the accounting system 
could be devised in such fashion as to show 
in one income account the profit thought to 
be legally available for dividends, and in 
another, those other items affecting pro- 
prietorship which do not come under the 
arbitrary legal rulings. The profit and 
loss statement could be so designed as to 
show profits and losses arising from com- 
pleted sales and in addition show sepa- 
rately the profit or loss due to market 
fluctuations of inventories, investments and 
fixed assets. 

In their book entitled “Principles of Ac- 
counting,” Paton and Stevenson state: 
“This argument (that the reflection of ap- 
preciation in the accounts, anticipates 
profits) is entirely fallacious. To use sel- 
ing price in taking inventories—in other 
words to capitalize the services of the firm 
before those services are performed—is to 
anticipate profits. To recognize changing 
capital costs and equity changes due to the 
appreciation of working or fixed assets 8 
an entirely different thing. Suppose ...-- 
materials . . . . cost fifty cents and that 


*If it is thought desirable the double-entry 
records could be kept on the usual orthodox cost 
basis and the fluctuations in market value could 
be adjusted in working papers for statement pur 
poses. 
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cost of reproduction becomes sixty cents. 
This is appreciation. To inventory these 
materials at eighty cents—-selling price— 
would be to forecast profits.” 

Hatfield’® facetiously remarks: “The ac- 
countant transcends the conservatism of 
the proverb ‘Do not count your chickens 
before they are hatched’ saying ‘Here are 
a lot of chickens safely hatched, but for 
the love of Mike use discretion and don’t 
count them all, for perhaps some will 
die.’ ” 

Turning now particularly to the effect 
of the changing purchasing value of the 
dollar, which is most apparent in connec- 
tion with the valuation of fixed assets, it 
may be argued that most of the so-called 
appreciation is nothing more than the re- 
sult of the decline in the exchange value of 
money. In so far as fixed asset apprecia- 
tion is due to this fact, the accountant, 
in recording appreciation in the accounts, 
is merely making a correction for errors 
caused by his fluctuating unit of measure- 
ment. Such a correction is not in any 
sense the introduction of unrealized profits. 


It is merely an attempt to put the dollars’ 


expended, say in 1913, 1919, 1921, and 
1929, on a comparable basis. Asset values 
on such a basis should greatly aid the 
management and all other readers ‘of the 
accounting statements in forming correct 
estimates of financial condition. 

The next question which may be prop- 
erly raised, is can the replacement cost 
basis of valuation be adopted with safety 
and are there any limitations to its use 
in practice? Accountants are already 
recognizing the cost or replacement basis 
of valuation in practice and there seems 
to be no reason for not frankly recogniz- 
ing the change with reference to valuation 
principles. ‘The recording of appraisals 
on the books; the use of market in valuing 
stocks and bonds in the case of insurance 
companies, endowed institutions, and deal- 
ers of securities; market values for inven- 


* Op. cit., p. 256. 


tories in the packing industry and farm 
products, are all examples in point.” 

The greatest objection to the use of cost 
of replacement, in balance sheet valuation, 
is not that it violates conservatism or anti- 
cipates profits but that in certain instances 
it is very difficult to ascertain. In some 
cases, such as permanent investments, 
plant sites, construction jobs, etc., almost 
no reliable data may be obtained for use 
in market valuation. Where such a condi- 
tion is met the market basis for value may 
have to be abandoned in favor of original 
cost. However, this is not a vital objec- 
tion to the method, as the accountant is 
already abandoning original cost in favor 
of market in cases already cited. Such 
inconsistencies could be taken care of by 
an explanatory statement of the basis of 
valuation. On account of the expense in- 
volved, to argue for yearly appraisals of 
fixed assets, would sound impractical. 
When price levels remain fairly constant 
they would prove to be unnecessary. Dur- 
ing periods of price fluctuation an adjust- 
ment could be made in previous appraisals 
to reveal this condition or an entirely new 
appraisal resorted to. In this connection, 
price indexes may prove very helpful in the 
future to both the accountant and the ap- 
praisal engineer. At the present time, be- 
cause these indexes have been constructed 
to measure changes in the purchasing 
power of the dollar in the field of whole- 
sale prices, retail prices, consumer’s goods, 
prices, etc., they have limitations for use 
by the accountant. The compilation of 
price index data, however, is developing 
rapidly into specialized industries and 
commodities (witness the building con- 
struction price index and others) so that 
in time the accountant may be able to take 


*In the case of security dealers and in the 
packing and agricultural industries, profits are 
really anticipated in the usual sense of the term, 
since inventories are valued at sales price with 
allowance in some cases for selling expenses. 
brings into the accounts not only fluctuations of 
market replacement costs, but also “capitalizes the 
services of the firm before they are performed.” 
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his original cost values and adjust them 
by use of a price index for each particular 
class of assets. 

The cost of replacement theory works 
most satisfactorily for those commodities 
in which there is an organized market with 
reliable quotations. Here market prices 
are easily obtainable. However, under un- 
usual conditions of prosperity or depres- 
sion caution should be exercised in the use 
of these quotations. It was generally rec- 
ognized that in the demoralized markets 
of 1920 and 1921, that some of the quoted 
prices did not fairly reflect the real market 
situation. Under the replacement theory 
of valuation, conservatism would play its 
part within the range of reasonable doubt. 
It would not interfere, however, when un- 
questionable evidence of increases or de- 
creases in value, was at hand. 

The introduction of replacement values 
in accounts, not only is of service to the 
general reader of the balance sheet, but 
its greatest value is to management, itself. 
Fixed assets would be recorded on the basis 
of replacement cost with the depreciation 
rates based thereon. Depreciation reserves 
would provide for the recovery in costs of 
the replacement value of assets rather than 
original costs. Comparison of costs in 
plants which were constructed under dif- 
ferent price levels could be made more 
accurately. Valuable leaseholds would be 
recorded on the books and the amortiza- 
tion of same would be reflected in opera- 
tions. Costs would be computed on the 
basis of current economic values; judg- 
ments formulated therefrom would not be 
made from historical original cost informa- 
tion, but on the basis of present economic 
data. Profit and loss statements would 
show the income derived from the buying 
and selling operations separate and dis- 
tinct from that which arises through fluc- 
tuations in replacement values. Many il- 
lustrations could be given of erroneous 
conclusions drawn from reports furnished 
from our present methods of recording 
economic data in the accounts. 

This discussion largely simmers down to 


the question, what are the proper objec- 
tives for accounting? Is it the function 
of accounting to show original cost or cur- 
rent economic values or both? Orthodox 
accounting has maintained cost is the 
proper goal, but in the opinion of the 
writer this has been decided more on the 
basis of expediency than careful analysis, 
Cost is no guarantee of value. Property 
is sometimes acquired through donation, 
through careful bargaining, or through 
discovery, the value of which may have 
little relationship to cost. Value is a con- 
stantly changing thing. It is beyond seri- 
ous doubt that a business enterprise may 
lose a considerable part of its money capi- 
tal through the fluctuations in the value 
of its properties as well as through actual 
business operations. The persistent use 
of cost has a tendency to result in mis- 
leading statements. Mr. Howard W. Greer 
in the May, 1928 issue of the Certified 
Public Accountant ™ in commenting on the 
writer’s article which appeared in preced- 
ing issues on that publication, suggests the 
desirability of presenting both original 
cost data and present values in a compara- 
tive balance sheet with columns headed 
“Original Cost” and “Present Value.” This 
would seem to be an excellent idea. 

Let us now summarize briefly the gist 
of these arguments. 

1. The orthodox rules of valuation 
which accountants have repeated in par- 
rot-like fashion for several decades do not 
now stand the best of the business world 
and are fast giving way to the market con- 
cept. This has been because: (a) these 
rules are highly artificial and more or less 
arbitrary; (b) they are based upon @ 
faulty assumption of a static economic 
world; (c) they are difficult to understand 
by the laymen and are not in accordance 
with the ideas of value which are dealt with 
in everyday life; (d) they are in some 
cases inconsistent and illogical in their 
very statement. 

2. Market value or cost of replace 


Op cit., p. 187. 
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ment, is a more satisfactory basis: (a) it 
can be justified on the basis of economic 
reasoning; (b) it reflects more accurately 
the everchanging value facts which are en- 
countered by business enterprises; (c) it 
can be introduced into the accounting rec- 
ords without doing violence to any ac- 
counting or legal theory of income; (d) it 
puts the accountant in the position of fur- 
nishing current and up-to-the-minute in- 
formation instead of being classed as an 
historian; (e) it provides information 
which, for purposes of comparing operat- 
ing results and formulating managerial de- 
cisions and policies, is preeminently more 
useful. 

8. Satisfactory information, such as 
market quotations, appraisals and price 
indexes, is fast becoming available, which 
makes it feasible for the- accountant to 
adopt the cost of replacement value in 
practice. Where satisfactory evidence on 
market is not obtainable the accountant 
still may resort to original cost figures. 
The face of all balance sheets should con- 
tain information as to the basis of valua- 
tion used for each asset. 

4. The accountant will still have 
abundant opportunity to exercise con- 
servatism within the range of dowbt—not 
where undisputed evidence of value exists. 
When current market quotations do not 
seem to agree or where the quotations be- 
cause of the stage of the business cycle 
seem to be out of line with intrinsic values, 
the accountant can then adopt the con- 
servative attitude. 

If time and space permitted I should 
like to make some comments on the sub- 
ject of valuing intangibles—particularly 
good-will. Here again cost is very mis- 
leading, and should be replaced with an 
attempt to ascertain the discounted value 
of future excess earnings. I quite agree 
with the prophesy of Mr. P. W. Pinkerton, 
in his book “Accounting for Surplus”™ 
“the time may come, although only the 
faintest suggestions of it are heard so far, 


"Op. cit., p. 87. 
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when it will be considered proper—yes, 
necessary, for accountants to see that in- 
tangibles are properly appraised. It may 
be demanded that patents and goodwill 
be given values based on their earning 
power. And who will say that such a pro- 
cedure, if the proper rules for accomplish- 
ing it could be worked out, would not be 
more desirable and more valuable than the 
present practice which so often results in 
showing at a high value non-existent good- 
will (which had properly been paid for 
with capital stock), or in showing at the 
mere cost of recording them patents which 
could be sold for millions?” 

It is quite apparent that if there is logic 
to the reasoning that accounting should 
show present values, it would seem prob- 
ably that the public accountant of the 
future will be much more of an appraisal 
expert than he has been in the past. 


IIl. 


The income tax objective is reflected in 
the attitude on the part of certain business 
men and accountants that the books of ac- 
count should be kept so as to properly re- 
cord the taxable income. It cannot be said 
that many believe that this point of view 
constitutes the primary purpose of ac- 
counting. However, since the high rates 
of income and excess profits tax have been 
imposed there has been increasing emphasis 
on the part of the accountant to make his 
books conform to the requirements of the 
Treasury Department. This has been ac- 
centuated by the requirements of the De- 
partment that deductions for depreciation, 
depletion, bad debts and certain other 
items be actually recorded in the books. 
In the recording of various items, particu- 
larly of a debatable character, the rulings 
of the Department have been constantly 
advanced as a proper reason for han- 
dling individual transactions in a certain 
fashion. It is true that in the income tax 
legislation Congress instructed the Treas- 
ury Department to be guided by “good 
accounting practice,” but it is quite evi- 
dent that the varivus laws and the rulings 
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of the Department also have had a reverse 
influence. In other words, “it was good 
accounting practice” to follow the rulings 
of the Department. 

In many discussions of income the de- 
cisions of the Treasury Department and 
the Federal Courts have been referred to 
in the accounting literature. As an illus- 
tration, Mr. Wildman in a recent issue of 
Tue Accountine Review” in which an 
argument was presented against the recog- 
nition of appreciation in the accounts, 
quotes from the case of Eisner v. Ma- 
comber (252 U. S. 189) in which the court 
said “Enrichment through increase in 
value of capital investment is not income 
in any proper meaning of the term.” It 
will be remembered that this was the case 
in which the Supreme Court held stock 
dividends to be non-taxable. There are 
many other illustrations in the literature 
of accounting where similar arguments 
have been advanced. 

Let it not be understood that the writer 
is arguing against the recognition of this 
point of view. In fact if anything, this 
paper is an attempt to demonstrate the 
need for the frank recognition of this and 
many other points of view in our discus- 
sions of accounting problems and in our 
courses of instruction. Without attempt- 
ing to stress this point further it can be 
said without fear of contradiction that ac- 
counting has been passing through a pe- 
riod in which it has been influenced to a 
greater or less extent by certain more or 
less arbitrary rulings of a tax department. 


IV. 


The managerial objective in accounting 
has always been more or less present but 
within the last few years it has received 
greatly increased emphasis. Just as the 
growth of the importance of the corporate 
enterprise exerted its influence on ac- 
counting originally through the emphasis 
on the legal-dividend point of view, the 
increasing size of the business unit has 


™ December 1928, p. 399. 


called for an ever-increasing amount of 
managerial information for use in control- 
ling the operations of these unwieldy and 
gigantic businesses of our present age, 
This particular viewpoint may be said to 
be that of the internal accountant or con- 
troller rather than that of the public ac- 
countant. It has been emphasized in the 
writings of McKinsey, Bliss, Andersen, 
Gregory and others. 

In the opening paragraph of his book” 
“Management Through Accounts” Bliss 
says: “The real function of all accounting 
work is to render a service to business 
management. The service lies in placing 
before business executives the most com- 
plete information on their affairs, ana- 
lyzed and interpreted so as to be readily 
understood and used effectively in guiding 
and controlling their operations and trans- 
actions more profitably, economically and 
conservatively.” And again” he writes: 
“Accountants should accept a_ broader 
conception of the function of accounting 
work in business. The beginning of ac- 
counting service lies in proper account 
keeping. The end and ultimate object in 
all accounting work is found in the inter- 
pretation of statistics and accounting data 
to executives for their use in business.” 

This point of view is radically opposed 
to a limitation of accounting to the con- 
ventionalized practice of classifying all 
quantitative facts into two categories; first 
those data that affect the balance sheet, 
and second, those data that affect the in- 
come statement. As Gregory has said” 

“A business is a rapidly changing com- 
plex thing, and the executive does not and 
cannot attack his problems with the sole 
idea of a solution that leads only to a cor 
rect showing of, (1) financial condition 
facts, and (2) expense and gain facts. 
What business needs are reports that give 
a more complete analysis of the perform- 
ance of managers; reports that fur 


“Page 3. 

* Op. cit., p. 4. 

* Accounting Reports in Business Management, 
page 9. 
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nish data upon which future operations can 
be based; reports that aid in preplanning 
and checking operations ; reports that give 
a modus operandi for locating losses and 
devising remedies therefor. Correct valua- 
tion principles, and classification of ac- 
counts are highly necessary, but of more 
importance is a knowledge and use of re- 
ports that give a greater control over the 
solvency and the security of the invested 
capital.” And again,’ “The accountant 
must first appreciate the fact that his 
greatest responsibility to the business com- 
munity is not primarily that of expanded 
police power, in detecting and proving 
fraud, etc., but of constructive financial 
advisorship. Misappropriation, misrepre- 
sentation and dereliction of fiscal duty 
must be detected, and only the expert ac- 
countant is qualified for this work. But 
this part of the accountant’s work consti- 
tutes a small portion of the potential field 
of useful service open to the profession.” 
The managerial point of view with re- 
spect to accounting places emphasis on ac- 
counting as an internal control device. It 
does not attempt to differentiate account- 
ing and statistics but points out the ne- 
cessity of vital, living business data. Some 
of these data may come from the double 
entry records of accounts but a fairly 
large part may originate from cost sheets 
of the factory, questionnaires and special 
studies of various kinds, statistical data, 
and working papers not akin to the con- 
ventionalized type. ‘Thus according to 
this view, accounting should concern itself 
primarily with the solution of managerial 
problems. It would attempt to furnish 
data not only on financial condition and 
icome and expense matters but would be 
concerned with a host of other problems 
such as buying ard selling problems, pro- 
ductivity of advertising, productivity of 
labor, machine rates, idle time, differential 
costs, pricing, operating standards, budg- 
ets, the most productive type of internal 
organization and scores of other problems 
which have to be dealt with by manage- 


"Op. cit., page 12. 
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ment. The accountant thus becomes a 
solver of business problems whenever quan- 
titative data may be used. This point of 
view is not limited to general accounting 
but also has been particularly stressed by 
cost accountants in recent years. It is 
also being reflected in the work of the 
public accountant in the emphasis that is 
being placed upon management counseling. 
The development of the financial and in- 
dustrial investigation is one aspect of this 
increased emphasis. 

This point of view particularly empha- 
sizes the function of accounting to con- 
struct standards wherever needed through- 
out the entire organization and to estab- 
lish records that will accurately measure 
performance in terms of these standards. 
Budgetary Control thus becomes an im- 
portant phase of managerial accounting. 
No longer is accounting limited to purely 
balance sheet and income considerations. 
It is now concerned with the use of quan- 
titative data (1) the solution of business 
problems and the formulation of business 
activities. It is no longer limited to a 
double-entry technique; its technique is 
now manifold and depends largely on the 
ingenuity of the individual in each case. 


V. 


This purpose of accounting need not be 
particularly stressed in a discussion of this 
kind since it probably has never been 
thought of as a major objective of ac- 
counting. It, however, has played a rather 
influential part either consciously or un- 
consciously in accounting thought and 
in the construction of accounting systems. 

It may be said that this point of view 
consists of imposing to the owners the ac- 
curacy and the fiduciary accountability of 
the management and their employees for 
the cash and other property which pass 
through their hands. The time has long 
passed since the owners of a business en- 
terprise could personally check-up on 
those in their employ who are acting in a 
fiduciary capacity. Absentee ownership as 
represented in the corporate form of or- 
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ganization and the delegated responsibility 
to the executives and by them in turn to 
subordinates has made it imperative that 
accounting records prove or disprove the 
honesty and integrity of those to whom 
property and the authority to contract ob- 
ligations is intrusted. The development of 
world wide markets has called for an in- 
creased emphasis on this objective since it 
has made necessary the establishment of 
Branch factory and marketing agencies. 
Since these are located at a distance from 
the home office operations they have called 
for the development of special types of 
records to prove the fiduciary integrity of 
the branch employees. This objective of 
accounting has been responsible for the 
establishment of carefully planned systems 
of internal check, and in addition the de- 
velopment of internal auditing departments 
which are a permanent part of the organi- 
zation of a business enterprise. 

The need on the part of the management 
to prove its accountability to the stock- 
holders, board of directors and short and 
long time creditors has of course been 
largely responsible for the development of 
the public auditing profession. In spite 
of the emphasis that has been laid in re- 
cent years upon the management coun- 
seling aspects of the work of the public ac- 
countant, the practice of most public ac- 
counting firms still largely consists of 
proving the fiduciary integrity of the 
management and their employees and the 
preparation of certain conventionalized 
statements. It may be said that this ob- 
jective of accounting will probably always 
play an important part in discussions of 
both the public and private accountant. 


VI. 


Time will not permit a detailed con- 
sideration of the special objectives of ac- 
counting for different types of business en- 
terprises and institutions. A few scatter- 
ing comments, however, will be made on 
non-profit institutions. As an example let 
us consider the functions of accounting in 
a college or university. Here is an enter- 


prise that is not ordinarily conducted for 
profit: it is primarily concerned with ren- 
dering educational service of a certain 
type. Accounting will not therefore be 
concerned primarily with a profit and loss 
showing and a statement of financial con- 
dition. It should prove that the funds 
which have been donated or acquired have 
been properly accounted for and used for 
the purposes for which they were intended, 
This calls for a careful distinction in en- 
dowed institutions between endowment 
funds, plant funds and current funds. Ac- 
counting in this type of enterprise should 
in addition be interested in proving to 
donors, taxpayers, and others the efficiency 
of the institution in rendering the educa- 
tional service for which it was chartered. 
It should develop units of measurement, 
for proving the volume and quality of its 
educational service. 

Of course the double entry records must 
furnish the usual financial data that are 
necessary for the business operation of the 
enterprise but the purpose of accounting 
in an institution should be conceived of in 
a much broader light than this. Many of 
the objectives which have already been dis- 
cussed also apply but of course there is 
no need for the recognition of the income 
tax point of view except in those cases 
where an educational institution is or- 
ganized for profit. What has been said 
with reference to an educational institution 
applies to many other philanthropic or- 
ganizations, such as hospitals, charitable 
organizations, Y.M.C.A.’s, etc. 

Similar considerations are apropos with 
reference to governmental bodies. A gov 
ernment is concerned principally with ren- 
dering service to its people. Revenues are 
raised in order to meet the necessary ¢X- 
penditures for such service, not to makes 
profit. Here, a major consideration of ac- 
counting is its relationship to budgets and 
appropriations. Because a governments 
body is usually engaged in rendering vatr 
ous kinds of services, and owing to the re 
quirements of the laws affecting the rais 
ing of revenues and the authorization of 
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expenditures, transactions are recorded by 
funds, that is, according to the various 
dasses of services which are being ren- 
dered. One of the principal characteristics 
of governmental bodies as well as endowed 
institutions is that the integrity of each 
fund must be kept inviolate. In the case 
of endowed institutions this calls for a 
careful distinction between endowment 
funds and the income arising therefrom. 

A still different objective of accounting 
exists in the accounting systems of public 
utilities. Here, a regulatory body lays 
out the system for the primary purpose of 
controlling the price to be charged by the 
public utility for the service to be per- 
formed. Such a system primarily empha- 
sizes the distinction between capital and 
revenue items. Rules of valuation are es- 
tablished for rate making purposes in ac- 
cordance with the social theories adopted 
by the public utility commission and the 
courts as to whether the stockholders or 
the consumers are entitled to the benefits 
of unearned increments. Various items are 
more or less arbitrarily included under the 
heading of “going value” in accordance 
with the views of the commission as to 
whether they should be capitalized for rate 
making purposes. Of course there is need 
for the recognition of all of the other ob- 
jectives of accounting in public utilities. 

Other examples of special objectives of 
accounting exists in the use of accounting 
by the Federal Trade Commission in their 
investigations of unfair methods of com- 
petition and by the Tariff Commission in 
their attempt to “equalize ascertained dif- 
ferences in costs of production of like or 
similar articles in the United States and in 
the principal foreign countries.” In these 
instances accounting becomes an instru- 
ment in the social control of business ac- 
tivities. Its goal, therefore, may be 
quite different than what it is conceived 
to be in the ordinary business enterprise. 


VII. 
The distinction between cost and ac- 
counting and general accounting is very 


well stated by Jordan and Harris in the 
opening paragraph” of their book “Cost 
Accounting-Principles and Practice.” 

“The purpose of cost accounting, a 
branch of general or commercial account- 
ing, is to provide detailed information as 
to the separate components of cost which 
have entered into a product. General ac- 
counting shows merely the total profit o> 
loss of the business as a whole; cost ac- 
counting shows the profit or loss on each 
unit, whether the unit be the job, contract, 
line of product, operating department, or 
process. It is ‘accounting for units’ that 
differentiates cost accounting from general 
accounting.” 

The chief purposes of cost accounting 
are generally said to be: (1) to determine 
costs in order to properly establish a sell- 
ing price; (2) to furnish management with 
information which will reduce waste and 
inefficiency in production; and (8) to as- 
sist in determining the profitable and un- 
profitable lines. 

A more complete statement of the aims 
of cost accounting is given by Clarke.” 
“To sum up, the demands made upon cost 
accounting may be roughly catalogued un- 
der the following ten functions: (1) to 
help determine a normal or satisfactory 
price for goods sold ; (2) to help fix a mini- 
mum limit on price-cutting; (8) to deter- 
mine which goods are most profitable and 
which are unprofitable; (4) to control in- 
ventory; (5) to set a value on inventory; 
(6) to test the efficiency of different pro- 
cesses ; (7) to test the efficiency of different 
departments; (8) to detect losses, wastes, 
and pilfering; (9) to separate the ‘cost of 
idleness’ from the cost of producing goods ; 
and (10) to ‘tie in’ with the financial ac- 
counts.” 

It can be readily seen from the above 
statement of the “functions” of cost ac- 
counting that several of the various objec- - 
tives which have been considered under the 
subject of general accounting are present. 
Thus the profit and loss, and balance sheet 

* Page 3. 

* The Economics of Overhead Costs, page 236. 
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points of view are reflected in “(5) to set 
a value on inventory” and “(10) to ‘tie 
in’ with the financial accounts.” The ac- 
counting for fiduciary responsibilities is 
seen in “(8) to detect losses, wastes, and 
pilfering.” The managerial influence, how- 
ever, is predominant as is shown under: 
**(1) to help determine a normal or satis- 
factory price for goods sold ;” “(2) to help 
fix a minimum limit on price-cutting;” 
(8) to determine which goods are most 
profitable and which are unprofitable ;” 
(4) to control inventory ;” “(6) to test 
the efficiency of different processes ;” “('7) 
to test the efficiency of different depart- 
ments ;” and “(9) to separate the ‘cost 
of idleness’ from the cost of producing 
goods,” 

Our discussion of the objectives of cost 
accounting, however, will center around 
the discussion of what constitutes “cost.” 
The types of cost systems usually dis- 
cussed in cost accounting texts place em- 
phasis upon the determination of “actual” 
costs of a job or process. In so far as 
predetermined overhead rates are used, the 
attempt at determination of actual costs 
is inaccurate. But in the main, the discus- 
sions of cost accounting until recently have 
been confined largely to considerations of 
what constituted so-called “actual cost.” 
Some of the most troublesome questions of 
cost accounting—such as methods of over- 
head distribution, the inclusion or non-in- 
clusion of a theoretical interest and/or 
rent charge, etc.—have arisen in this con- 
nection. 

Within recent years it has been pointed 
out that not only is it essential that the 
management know its actual costs, but 
that it is just as important that facts be 
furnished as to the extent the actual costs 
deviate from what is a proper or standard 
cost. Hence there has arisen a new objec- 
tive of cost accounting, viz., the determi- 
nation or forecast of what costs should be 
under normal conditions and the presenta- 
tion to management of reports, by jobs, 
processes or departments, which compare 
the actual cost with the standard cost. 


Whenever such standards are made a part 
of the double-entry accounting system, 
what is now called a standard cost system, 
comes into existence. 

Whether the actual or the standard cost 
should be the values used in the double 
entry accounting system and for inventory 
valuations on balance sheets or income 
statements is still a debated question. In 
any event standard costs are winning much 
favor with business executives and now 
constitute an important objective of cost 
accounting. Of course standard costs rep- 
resent merely an increased emphasis on the 
managerial point of view: “namely, the in- 
tention of the management to learn the ex- 
tent of variation of actual from normal or 
standard costs and the use of this variation 
as a barometer of operating efficiency.” 

Most of the discussions of cost account- 
ing have been concerned with a discrimina- 
tion between the method of treatment, or 
the items, which should be included as a 
regular part of the double-entry cost sys- 
tem. It is probably apparent from Clark’s 
statement of the functions of cost account- 
ing that no single concept of cost will 
satisfy all of the needs of the business man. 
In fact he says “ “if cost accounting sets 
out, determined to discover what the cost 
of everything is and convinced in advance 
that there is one figure which can be found 
and which will furnish exactly the informa- 
tion which is desired for every possible 
purpose, it will necessarily fail because 
there is no such figure. If it finds a figure 
which is right for some purposes it must 
necessarily be wrong for others.” 

Again® Clark comments with reference 
to the ten functions of cost accounting 
previously mentioned: “Broadly speaking: 
(1) ie, to help determine a normal or 
satisfactory price for goods sold calls for 
a knowledge of what we may call the total 
economic sacrifice of production, including 
interest on all investment; (2) i.e. to help 


* Amidon and Lang, Essentials of Costs Ac 
counting, p. 270. 

"Op. cit., page 284. 

@ Page 236. 
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fx minimum limit on price-cutting, calls for 
a knowledge of differential costs; (8) i.e., 
to determine which goods are most profit- 
able and which are unprofitable and (4) 
je., to control inventory, call for total eco- 
nomic sacrifice, with possible deductions in 
special cases ; (5) i.e., to set a value on in- 
ventory is controversial, some accountants 
including total economic sacrifice, while for 
certain purposes valuation is limited to op- 
erating expenses; (6) i.e., to test the effi- 
ciency of different processes and (7) i.e., 
to test the efficiency of different depart- 
ments, again call for total economic sacri- 
fice; (8) i.e., to detect losses, wastes, and 
pilfering, calls for complete records of ac- 
tual costs and also for standards of effi- 
cient performance with which to compare 
them; (9) i.e., to separate the ‘cost of 
idleness’ from the cost of producing goods, 
calls for residual costs (total cost less sum 
of differential costs; and (10) i.e., to ‘tie 
in’ with the financial accounts, calls for 
total operating expenses, but nothing 
more.” 

Time will not permit a detailed examina- 
tion of these various objectives and the 
writer of this paper is so fully cognizant of 
his own limitations in this respect that he 
will not presume to improve on the very 
searching analysis and able discussion 
which has been made by Mr. Clark. 

It is quite apparent that cost account- 
ing of the future will be concerned with a 
number of different objectives and will use 
in addition to double entry a sort of statis- 
tical technique and a methoa of analysis 
yet to be refined. 


VIII. 


The foregoing discussion may lead, per- 
haps, to the following conclusions: 

1. A frank recognition of the widely 
different demands which are being made 
upon accounting. It has been pointed out 
that in the construction of accounting sys- 
tems and the preparation of reports the 
accountant is required to meet the follow- 
ing points of view: 

a. The legal-dividend point of view 
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b. The valuation or balance sheet point 
of view 
c. The income tax point of view 
d. The managerial point of view with 
its manifold requirements 
e. The fiduciary-accountability point 
of view 
The actual cost point of view 
The standard cost point of view 
The differential cost point of view 
Special objectives for varying types 
of businesses 
Too often accounting discussions have 
been predicated on the assumption that 
there was only one objective of accounting. 
2. Accounting can no longer be con- 
fined to a double entry method of tech- 
nique. In order to meet these various 
points of view, accounting must recognize 
that it has outgrown the bounds of a 
double-entry method. It is already de- 
veloping statistical and tabulating machine 
methods for recording, summarizing, and 
analyzing business data. For the purpose 
of certain conventionalized reports, the ac- 
countant will need to establish an all-pur- 
pose system that will attempt to meet the 
requirements in so far as possible of the 
various points of view. It is quite apparent 


‘that the information furnished from this 


all-purpose system will need to be modified 
through adjustments of various kinds in 
special working papers and statistical cal- 
culations in order to furnish the necessary 
varied information. 


8. The accountant of the future will 
be of a distinctly different type. For pur- 
poses of aiding the management in the so- 
lution of business problems, he will possess 
in addition to his double-entry technique, a 
new type of statistical technique. In a 
broad sense he will be a research engineer. 
He will be well acquainted with a new type 
of business economics and management 
philosophy. Accounting and statistics 
will be his tools; the entire scope of in- 
ternal and external business problems that 
are reducible to mathematical measurement 


will be his field. 
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In the field of public accounting, there 
will develop management counsellors who 
will attempt to serve various businesses in 
this same capacity. There will probably 
always be the necessity for the public audi- 
tor; but there will be increased emphasis 
on the responsibility of the public auditor 
for the values to which he certifies. He 
will become an appraiser of values. This 


is in keeping with the demands of the bank- 
ing fraternity and others that the public 
accountant assume responsibility for inven- 
tory values. 

The accountant in the past has been a 
crystal gazer; he has been so enamored 
with his double entry technique that he has 
failed to see the opportunities for larger 
service that are developing all around him. 
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HATFIELD’S PARADOX 


Joun B. Cannine 


Review Professor Hatfield drew atten- 

tion to an interesting paradox. If 
two identical bonds are bought on the same 
day, one of them at 90 and one at 110, the 
aggregate cost is equal to the aggregate 
par and the yield rate on the holding is 
equal to the nominal rate on the bonds. 
But, as Hatfield demonstrates, if the buyer 
separately amortizes the premium on one 
and the discount on the other by the con- 
ventional compound interest formula the 
aggregate interest earnings thus found in 
the several periods will diverge from the 
uniform coupon receipts.. Whether the 
buyer acquires two bonds at par or one at 
90 and one at 110 seems substantially to 
be a matter of indifference to him. The 
bonds and their total cost remaining the 
same, why, if at all, should a mere differ- 
ence in dispersion of purchase lot yield 
rates be allowed to effect a difference in the 
time-distribution of the buyer’s interest 
earnings. 

The paradox exists ; and it is much more 
extensive than Hatfield expressly indicates. 
It seems worth while to inquire what kind 
of paradox it is. Grant his assumptions: 
1) that the figures for concurrent interest 
earnings on two such identical investment 
aggregates as he describes should not di- 
verge from one another; and 2) that the 
“theoretically correct” interest earnings 
figures are those found by applying the 
rate implicit in the aggregate cost. The 
errors, then, that result from separately 
amortizing the premium and the discount 
must be due to error in the conventional 
method of amortizing either, 1) the 
premium, 2) the discount, or 8) both the 
premium and the discount. Can it be that 
there is an error in the usual method when 
one lot only is purchased at a premium or 
at a discount? If so, what is the error 


I THE DECEMBER, 1928, number of the 


and what is the theoretically correct “net 
adjustment”? When three or more pur- 
chase lots, all bought to yield different 
rates, are simultaneously held must there 
be a correction? If this is true at all is it 
equally true no matter whether all are 
bought at premiums, all at discounts, or 
some at premiums and some at discounts? 
Does the paradox include the case of simul- 
taneously held bonds that were required at 
different dates and to yield different rates? 
Does it include the case of bonds now held 
that do not fall due on the same date—as 
in the instance of serial bonds of the same 
issue? The reader can readily supply many 
more variations of the theme. 

No attempt will be made to make a per- 
fectly general explanation of the paradox 
or to offer a perfectly general solution for 
the “net adjustment.”* No opinion will be 
ventured upon the question of theoretical 
accuracy of treating several purchase lots 
as though they were one. The paper is 
limited to showing that the paradox can 
arise from the algebraic properties of the 
“average yield rate” or single compound 
interest rate implicit in the cost of an ag- 
gregate holding acquired in more than one 
purchase lot. Some, but not all, of the 
properties of the mean yield rate will be 
considered. S.»me questions about theoreti- 
cal accuracy and about ‘the consistency of 
Hatfield’s assumptions will be asked. Some 
comment will be made on the meaning of 
bond premium and bond discount. 

Because it is convenient both in analysis 
and in exposition to begin with a form of 
investment less complex than a bond, the 
several elements of a bond will be discussed 
separately. For the moment the annuity 


+The formula accredited by Hatfield to Mow- 
bray on p 344 of the article cited is not con- 
veniently applicable to more than two purchase 
lots. 


nk- 
blic 
en- 
na 
red 
has 
ger 
im. 


112 The Accounting Review 


element is disregarded and only the so- 
called principal is considered. Suppose an 
investor buys on the same day m non-in- 
terest bearing notes due nm periods hence. 
Each note promises to pay a unit of value 
at maturity. The prices paid are P+q, 
P+... ... The value of P is such 
that qtr+st+....=0. That is to say, 
mP is the aggregate cost of the m notes 
and P is their average (arithmetic mean) 
cost. Let the unequal rates implicit in 
the purchase lot prices be é’, #”, #’”’, . . 
and let these be rates considered as com- 
pounding once a period. I[+i’, I+%”, 
I+”, . . . may be abbreviated to read 
I’, I”, ... . Call the rate implicit in 
the aggregate cost, the mean rate, i, and 
represent I+i by I. To avoid complex 
expressions let 1/I’ be represented by a, 
1/I”, by b, 1/I’’’, by c, and so on. 

We have then P+q=a", P+r=b", 
P+s=c", . . . Since by assumption 
qtrt+s+ ...=0 and m/I"= mP, the ag- 
gregate cost of the notes, we obtain 


mP .... (1) 
...) (2) 


and 


™m Un 
a*+-b*-+-c*+ --- P 


so that 


P= (4) 
m 
Remembering that, a, b. c,... . are the 


reciprocals of I + the several yield rates 
to be averaged, it will be seen that (2) is 
in the form of the equation for the har- 
monic mean and (4%) is in the form of an 
arithmetic mean of reciprocals. IJ” follows 
the harmonic law while P is always the re- 
ciprocal of I”. 

In any practical case n>0O and i>0. 
But within these limits n and i may take 
on any finite values we may assign. 

en a unit period‘and a set of values 


Giv 
. » tis not independent of the 


value of n but diminishes as n increases, 
Expressions (6), (7), and (8) prove this, 
By (2) we have 


...) 


But if i were a constant then 1+? would be 
a constant also and we should get 


... 
/(a (5) 
But 
m? m 


For, dividing by m and clearing of frac- 
tions, we obtain m(a"™+b™+c*+ ...)> 
(PtP (7) 
If the right hand member of (7) is ex- 
panded, m? products will appear. Of these, 
m products are the 2nth powers of a, b, ¢, 

. and m(m—1) are cross products. 
Each possible cross product will occur 
twice so that there are m(m—1)/2 cross 
product terms. In the left hand member 
we have m? powers of the 2nth degree. If 
m of these are cancelled against the cor- 
responding terms in the right hand member 
there will be m(m—1) left. These can be 
arranged into m(m—1)/2 pairs to corre- 
spond with the m(m—1)/2 cross product 
terms and we should find that 


b*—2a"b">, a™+ c™—2a"c">0, 
b?+c?—2be>0,... (8) 


and so on to m(m—1) sets. This series 
converges, of course, and the limiting case 
is found when a=b=c=. . . . In this limit- 
ing case only will it be true that 
. +o tet 
...)*% For then 
2a"*=0 and so on. Only when =i” 
= ... is the value of i independent of the 
value of n. 

Now if we consider the annuity element 
of a bond, and leave aside the par or prilr 
cipal, we shall see why interest earnings 
calculated by the mean rate, i, diverge 
from interest earnings calculated on the 
separate annuities. Suppose the simul 
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Hatfield’s 


taneous purchase of m concurrent annui- 
ties each paying 1 per period for n periods. 
Let i’, i’, #’”, . . . be effective rates on the 
several annuities such that 


These m annuities may be considered as 
consisting of m sets of m non-interest bear- 
ing notes each. Of these one set of m notes 
matures in one period, one in two periods, 
and so on to one set in m periods. But by 
(6) (7) and (8) it is proved that the 
mean rate for the set maturing in one per- 
iod is greater than the mean rate for the 
set maturing in two periods and that these 
successive mean rates decline as the wait- 
ing period increases. If we apply these 
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earnings for the two periods is the same no 
matter which way it is calculated. Only 
a different distribution results. The gen- 
eral mean, being, in a sense, an average 
of averages, will always be smaller than the 
mean for early maturities and greater than 
that for later maturities. Between the ex- 
clusive limits, date of acquisition and date 
of discharge (or sale) the mean rates on 
simultaneous maturities will always give 
the largest book values and cumulative in- 
terest earnings, the separate purchase lot 
rates will always give the lowest book val- 
ues and smallest cumulative interest earn- 
ings, and the general mean will produce 
figures lying between those found by the 
other two methods. If it can be argued 


Tasiz I 
EFFECTIVE RATES AND PRICES 
Effective One-period Two-Period Annuity 
Rates Note Prices Note Prices Prices 
$ .980392157 $ .961168781 $1.941560938 
Price totals.......... 2.927828443 2.857489006 5.785267449 
Mean rates 024650200 .024641975 .024644761 
Tasiz II 
REVALUATIONS AND INTEREST EARNINGS 
Rates Value at end of: Interest earnings 
Employed 1st period 2nd period Ist period 2nd period 
Annuity rates......... $2.927828443 nil $.14256099 $.07217155 
Note-set means......... 2.927851947 nil .14258450 .07214805 
General mean.......... 2.927843983 nil -14257653 .07215602 


n, mean rates each to its own set of simul- 
taneous maturities each rate will accumu- 
late a total equal to the maturity value 
of its set of notes. But we should have 
successive residual values greater (up to, 
but not including maturity) than those 
found by revaluing the annuities each at 
its effective rate. The tables above illus- 
trate this. Three two-period annuities 
of unit rent each are brought to yield .02, 
024, and .08 respectively. This invest- 
ment is simultaneously regarded: (1) as 
two sets of notes of three notes each, one 
set maturing in one period and one in two 
periods; (2) as three, two-period, unit 
rent annuities; and (3) as a single holding. 

It will be noted that the total interest 


that the general mean rate is the “cor- 
rect” one to employ on concurrent annui- 
ties why cannot it be equally correct to ap- 
ply a general mean rate to non-concurrent 
annuities? What revaluation rate should 
be employed on a holding of two .05 bonds 
of the same (serial) issue if one having five 
periods to run is bought to yield .06 and 
one having ten periods to run is bought to 
yield .055? Both in the case of the an- 
nuities and in that of the bonds the gen- 
eral mean rate will be affected by the dif- 
ference in number of periods to run if we 
assume that the schedules of purchase lot 
yield rates on the concurrent holdings are 
identical with the like rates on the non- 
concurrent holdings. 
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We have considered the m non-interest 
bearing notes maturing in mn periods 
bought to yield #’, i’’’, . . . and m an- 
nuities, each having n rents, bought to 
yield corresponding rates. We can now 
mentally attach the i’ yield annuity to the 
i’ yield note, and so on and have m bonds 
bought to yield these rates. To find the 
rate i on the aggregate holding is simple 
if the bonds are alike. Merely find the 
average (arithmetic mean) cost of the 
bonds and find, from a bond table, the im- 
plicit yield. Et may be noted that if this 
is done the error in Sprague’s tables 
pointed out by Hatfield? will not occur. 
The error is not in the table; if the error 
exists it is in the mode of applying the 
table. 

Thus far only concurrent investments 
have been treated. But if the formula for 
i in an annuity is fully spelled out and the 
proper coefficients are inserted as weights 
it is applicable not only to regular but to 
irregular determinate future receipts. The 
formula in its elementary form is appli- 
cable both to concurrent and to non-con- 
current notes, bonds, annuities, etc. There 
is no inherent impossibility in equating i 
to a function of any given set of deter- 
minable future receipts. Needless to say 
the equation can become tediously long and 
its solution, humanly impossible, except by 
empirical bracketing. 

The question of “theoretical correct- 
ness” deserves comment. As between ac- 
counting for the results of single purchase 
ventures and accounting for an aggregate 
holding is there an objective test of “the- 
oretical correctness”? If so, what is that 
test? If the test, on the other hand, is 
subjective there cannot be one sole correct 
procedure unless all men agree in their pri- 
mary judgments. One can think of cir- 
cumstances in which he would prefer most 
of all an accounting for each of his sepa- 
rate ventures. Or one may like to have his 
bonds so valued individually as to assist in 
showing the possible advantage to him of 


* Page 344 of the article cited. 
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selling at the market and buying others at 
the market. In the latter case one would 
want an accounting different from any of 
those discussed above. Other circum- 
stances are thinkable in which any ac- 
counting other than for actual money re- 
ceipts and disbursements would be very 
nearly useless. If anyone chooses to call 
another’s primary subjective judgments 
wrong and his own right let there be reci- 
procity. 

If Hatfield’s assumption that the rate 
on the holding as an entirety should be 
employed, is accepted it seems in most 
cases to raise no quesion of adjustment at 
all. There is no need to find the separate 
rates on the purchase lots, to apply them 
separately, and finally to adjust the ag- 
gregate earnings and book value. It is 
just as easy to find the general mean rate 
for the entire holding as it is to find the 
rate on one purchase lot. It is found in 
exactly the same way, and, being found, 
has exactly the same set of properties 
as the yield rate on one purchase lot. If 
instead of the problem Hatfield put he 
had asked us to consider a single purchase 
of two bonds for $2,000 as consisting of 
one bought at 90 and one at 110 exactly 
the same paradox would appear. 

There is nothing sacrosanct about the 
compound interest method of valuing in- 
vestments. There is nothing enduring 
about it except the ideas attached to func- 
tions of the geometric series. The effective 
rate, i, can never be more than a convenient 
average. When, in periods of high rates, 
short time rates rise farther than the rates 
on long term issues, this means merely that 
a slightly increased long term mean rate is 
taken as the present equivalent of a high, 
short term mean rate to be followed, pre- 
sumably, by an early reinvestment at a rate 
lower than the present long term rate. In 
employing any mean rate, just as in emir 
ploying any other average, regard must be 
had for the properties of the defining for- 
mula. The paradoxical results of the 
compound interest formulas are not it 
reconcilable anomalies; they are only the 
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vagaries of a useful, though imperfect, de- 
vice. The various compound interest 
formulas afford much illustrative material 
for study in the theory of averages and in 
the theory of invariants. 

A good many of the superficially per- 
plexing features of the paradox would van- 
ish if some words were banished from the 
professional vocabulary. We are all guilty 
of speaking of a “nominal rate of inter- 
est.” That to which we attach the ex- 
pression is a real rate, but it is not a 
rate of interest at all—either nominally or 
otherwise. Mathematically considered, it 
is only a ratio between one number and 
another. Practically considered, it is 
merely a convenient way of expressing the 
quantitative relation between the rent of 
an annuity and an arbitrary agreed figure. 
Legally considered, it has. been taken to 
mean many things, some of which are eco- 
nomically absurd. We all speak of bond 
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premium and bond discount when, as a 
matter of reality, a premium cannot exist 
unless the yield is negative. Discount al- 
ways exists when the total cost is less than 
the total promised receipts. By custom we 
call the difference, par minus price, “dis- 
count” when price is the smaller and “pre- 
mium” when price is the larger. “Par” 
applied to bonds is misleading. The idea 
of parity or equality of status as among 
the holders of like fractional parts of the 
whole issue is not important enough to 
justify the word sign. What is wanted is 
a term to suggest a single lump sum, 
rather than one to suggest parity or equal- 
ity. “Principal” is almost as bad; for we 
habitually contrast it with “interest.” 
Each rent of the annuity is “principal” 
in exactly the same sense as is the final 
lump sum. There is no denying that these 
usages have their conveniences—for which 
we pay in misunderstandings. 


DEPRECIATION AND REPAIR COSTS 
DR Scorr 


IN accounTinec mainly 
agree as to a necessary close rela- 
tion between repair costs and de- 

preciation costs. They do not agree, how- 

ever, upon any theoretical statement of 
this relationship. The practice, frequently 
adopted, of making the allowance for de- 
preciation large enough to cover both re- 
pairs and replacements merely serves to 
cover up the theoretical issues involved. 

At the same time independent treatment of 

the two costs is equally objectionable upon 

the ground that it ignores entirely the re- 
lationship between them. 

In the following discussion it will be con- 
tended that an accurate allowance for de- 
preciation must take into account probable 
repair costs over the whole life of the as- 
set. It will be argued that the value of 
the asset is affected by both the amount 
and distribution of expected repair costs, 
and that, therefore, any accurate calcula- 
tion of depreciation requires prediction of 
repair costs as well as prediction of the life 
of the asset and its scrap value. 

In order that the investment in any as- 
set may be profitable, it must afford re- 
turns large enough to cover the following: 
(1) Replacement of the investment—de- 

preciation in a normalized situation. 

(2) A competitive net return upon the in- 
vestment in the asset. 

(3) Repair costs necessary to maintain 
the efficiency of the asset. 

It is proposed here to show how these 
requirements are involved in a single prob- 
lem covering depreciation and repair costs. 

It should be remembered always that the 
value of an asset at any time rests upon 
the expectation of future incomes from it 
—upon putative and not actual incomes. 
If it is known in advance that in some 
years an asset will not afford its usual in- 
come, allowance will be made for that fact 
in the determination of its present value. 


But in the usual case it must be assumed 
that the annual income expectation for one 
year is as good but no better than that 
for another year. 

If a new asset is worth $12,000, will last 
five years without any repairs and will 
have no scrap value, we can express its 
present value as follows—assuming a dis- 
count rate of 7%: 

x xX 
$12,000 = + + 


(on? 
= 
(1.07)4 (1.07) 


Solving this equation we obtain 
$2,926.69 as a value for X which indicates 
what the annual income expectation from 
the asset must be in order to justify its 
purchase at $12,000 when the use of capi- 
tal is worth 7% to the purchaser. Sub- 
stituting this value for X, the equation be- 
comes $12,000=$2,735.22+$2,556.28+ 
$2,389.05 +$2,282.76+$2,086.69. The 
value expiration or depreciation, of this 
asset will follow the rule for the diminish- 
ing value of an annuity. That is, the de 
preciation of the asset for the five years 
will be the above five terms taken in re 
verse order. 

If a higher rate of discount is used in 
making the calculations, it will have the 
effect of making the depreciation smaller 
at first and larger at the end of the life of 
the asset. 

If we change the above case by assuming 
repair costs for the respective years, the 
initial value can remain $12,000 only if the 
annual income expectation is enough larger 
to offset the repair costs. In this case, 
even with the same initial value of the as 
set, the distribution of depreciation cost 
charges may be quite different from the 
distribution in the previous case. It 
remain the same only if repair costs are 
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evenly distributed over the life of the as- 
set. If the repair costs increase towards 
the end of the life of the asset they will 
tend to make the depreciation of the later 
years less than it otherwise would be. 
Assuming repair costs to be respectively 
$25, $50, $60, $75 and $100, our original 


equation becomes as follows: 


(X-$25) ( -$50) (X-$60) a 


io 
(X-$75) (X-$100) 
1.07¢ 1.075 

Solving the equation we obtain 


$2,986.88 as a value for X indicating the 
amount of the annual income expectation 
before repair costs are deducted. 

The value of the asset after one year of 
service under the conditions given may be 
represented by Y in the following equa- 
tion: 

($2986.33-$50) ($986.33-$60) _ 
1.07 1.07? 
(2986.33-$75) (2986.33-$100) 


1.078 1.074 


Solving this equation we obtain 
$9,878.67 as the value of Y and the differ- 
ence between $12,000 and $9,878.67 or 
$2,121.33 is the depreciation of the asset 
during its first year. 

The foregoing process may be repeated 
throughout the life of the asset. Each 
year the number of terms used, that is the 
number of remaining years, becomes one 
less. At the same time the power of the 
denominator of each remaining term is re- 
duced by one each year. 

In order to allow for scrap value it is 
necessary to add another term to the equa- 
tion but the method is not otherwise 


changed. The expected scrap value will 
be discounted to the same degree as the 
expected income of the last year. 

It may be argued against the above 
procedure that it is complex even though 
it involves only very simple mathematical 
processes. 


Clearly, it is not as simple as 
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the straight line method. However, if the 
volume of the investment in question is 
large, and accuracy is essential, the re- 
sults obtained by this method should well 
repay the greater effort expended in ap- 
plying it even though there were no sim- 
pler process of arriving at those results. 

But the fact is that the process here de- 
scribed can be very much simplified in its 
application. Since the value of the asset 
always is dependent upon expected incomes 
from it, the calculation of depreciation can 
likewise be based upon future expectations. 
The only items necessary to calculate the 
depreciation for a given year are as fol- 
lows: 

(1) Value of the asset at the beginning of 
the year. 

(2) The annual income expectation. 

(3) Expected repair costs for the year. 

(4) The discount rate. 

Clearly the return from an asset over its 
whole life must cover depreciation, a net 
return upon the investment in it and repair 
costs. But since value always rests upon 
future expectations, this statement will 
hold also for each year of the asset’s use- 
ful life. When repair costs may be ex- 
pected to be heavy they cut into expected 
incomes from the asset and so the decrease 
in value of the asset in such years tends to 
be correspondingly lower. In fact depre- 
ciation may become negative and the asset 
then is worth more at the end of the year 
than it was at the beginning of the year. 
A new equation may therefore be written 
for the calculation of depreciation as fol- 
lows: 

Annual Income Expectation = Net In- 
come + Repair Cost + Depreciation. 

In this equation the annual income ex- 
pectation is determined by the solution of 
an equation similar to the first one given 
in the foregoing procedure. The “net in- 
come” is the value of the asset at the be- 
ginning of the year multiplied by the rate 
of discount used in calculating the annual 
income expectation. The “repair cost” is 
given on the basis of previous experience. 
The one remaining and unknown term is 
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the depreciation which is to be determined. 
Take, for illustration, the above case. 
The value of the asset at the beginnnig of 
the first year is $12,000. The annual in- 
come expectation from it is $2,986.33. Re- 
pair cost is $25 and the rate of discount 
used is seven per cent. Then the equation 
for the first year of the life of this asset 
is as follows: 
$2,986.33 = $840 + $25 + Depreciation. 


Solving this simple equation we find that 
the depreciation is $2,121.38 and the de- 
preciated value of the asset at the end 
of the year will be, therefore, $9,878.67. 

As this process is repeated from year to 
year the “annual income expectation” re- 
mains constant, the “net income” de- 
creases, “repair cost” is as determined by 
previous experience and “depreciation” is 
always the net result. 

The reader can prove readily for himself 
that this simple method affords results 
which are identical with those obtained by 
the solution of a series of equations for 
finding the value of an asset at the close 
of each year. 

Sometimes assets, such as expensive ma- 
chaines, require a complete overhauling or 
rebuilding. Experience may show a prob- 
able life of 15 years for a machine but that 
it probably will need to be overhauled in its 
tenth year. 

This overhauling cost is not unlike or- 
dinary repair costs, only larger. The 
treatment accorded such costs by older 
methods has never been theoretically satis- 
factory. The method here presented, how- 
ever, takes account of such unusual cases 
with the same precision that it affords with 
respect to ordinary repairs. In applying 
this method rebuilding costs are treated in 
precisely the same way as repair costs 
shown above. For illustration let us as- 
sume that an asset has a depreciated value 
of $6,000 at the beginning of its tenth 
year; that it has an annual income ex- 
pectation of $1,800; that expected rebuild- 
ing costs for the year are $1,800, and 
that the discount rate used is six per cent. 


If we were to make up an equation for the 
value of this asset at the beginning of the 
year, the first term on the right side of the 
equation would be as follows: ($1,800— 
$1,800)/1.06. Since the value of this 
term is zero, the whole value of the asset, 
which is here assumed to be $6,000, must 
rest upon the expected incomes of later 
years. And since those expected incomes 
have been discounted at six per cent the 
value of the asset at the end of the year 
will be six per cent larger than it was at 
the beginning of the year, on account of 
the nearer approach to realization of such 
incomes. Expressing these in terms of the 
above described equation applying to them 
we have the following: 

$1,800 = $360 + $1,800 + Depreciation. 


Solving this equation we find the value 
of the depreciation term to be —$360. The 
journal entry necessary to record this 
negative depreciation would be as follows: 


Reserve for Depreciation........ $360.00 
Income from Appreciation. . . 


$360.00 


This item of income is somewhat com- 
parable to that which arises through the 
amortization of discount on bonds owned. 
If operating expenses were otherwise fully 
met, this income would be net income avail- 
able for distribution. If a depreciation 
fund had been accumulated to offset ac- 
crued depreciation, the following entry 
would be in order: 

$360.00 


Thus cash would be released for the pay- 
ment of dividends. 

If in the foregoing case rebuilding costs 
had been $1,440, the first term on the right 
side of the equation would have been 
($1,800—$1,440) /1.06. The value of this 
term would accrue to $360 in the course of 
the year and this would afford a six per 
cent return upon the value of the asset at 
the beginning of the year; still assuming 
that value to be $6,000. Under these cit- 
cumstances, the value of the asset would be 
the same at the end of the year as at the 
beginning. 
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If the cost of rebuilding had been 
$2,100 and the income expectation still 
$1,800, the appreciation of the asset would 
have been $660. The journal entry to 
record this appreciation would have been 
as follows: 


Reserve for Depreciation......... $660 
Income from Appreciation.... $360 
Repair Expense ............. 300 


A corresponding entry to adjust the de- 
preciation fund, if one were maintained, 
would have been as follows: 

$660 

Depreciation Fund .......... $660 
Of this amount, $860 would be available 
for distribution and the remaining $800 
would go to finance that portion of the 
expected rebuilding cost not covered by 
the income expectation of the current year. 

Whenever rebuilding costs are expected 
to exceed the income expectation of a given 
year, the rebuilding cost or repair burden 
of the year will be divided. The amount 
of the excess will be shifted to other years 
in the form of depreciation charges. If 
depreciation is being calculated upon a 
large number of similar assets it is feasible 
to set up a reserve for repairs again which 
to charge all expenditures for repairs and 
rebuilding. Credits to such a reserve and 
corresponding debits to expense would be 
based upon the expectation of repair and 
rebuilding costs except when such expecta- 
tions exceeded the income expectation for 
the period. In this exceptional case the 
charge to expense would be the amount of 
the income expectation for the period. The 
difference between this sum and the total 
expected cost would be credited to the re- 
serve when the asset is written up to its ap- 
preciated value at the end of the period in 
question. In the above case, for example, 
the $300 adjustment would be credited to 
Reserve for Repairs instead of being cre- 
dited directly to Repair Expense. Such 
adjustments would be credited directly to 
Repair Expense only if it were the prac- 
tice to charge actual expenditures for re- 
pairs to the expense of the period in which 
they are incurred. The policy adopted in 


this matter, it will be noted, does not affect 
the partial shifting of rebuilding costs to 
the expenses of other years. 

If it be assumed that the process of re- 
building the asset occupies an entire fiscal 
period, there can, of course, be no income 
expectation for the asset in that period. 
In such an event, the appreciation of the 
asset will be the entire expected rebuilding 
cost, plus interest upon the value of the 
asset at the beginning of the period. 

It will be noted that in all of this dis- 
cussion it has been assumed that repair 
costs are payable and income from the as- 
set becomes available at the end of the 
year. If a greater nicety of calculation 
were desired, a shorter period could be 
used. An alternative method would be to 
make the allocation within the year upon 
a straight line basis. 

Sometimes it is not possible to make full 
use of a newly acquired asset because its 
capacity is in excess of that of other 
equipment with which it must be used. If 
it is estimated that such an asset will be 
used to only 50% of its normal employ- 
ment during its first year and 75% during 
its second year, allowance may be made 
therefor in the calculation of the annual 
income expectation from the asset. This 
will be done by using 14X instead of X in 
the term representing the first year’s use 
and 34X in the term for the second year. 
This will have the effect of reducing the 
depreciation burden of years in which the 
asset is not fully utilized. The deprecia- 
tion of other years will be correspondingly 
heavier. Similarly, a fractional part of X 
may be used for the year when it is ex- 
pected that an asset will be out of use for 
a considerable period while it is being over- 
hauled. 

It has been argued here that each asset 
must each year afford an expectation of in- 
come which will cover the three following 
items : 

(1) A net income upon the value of the 

asset at the beginning of the year. 
(2) Expected repair costs for the year. 
(3) Depreciation. 
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If there is no income expectation from 
the asset for a particular year, its depre- 
ciation becomes negative. The asset ap- 
preciates by an amount equal to the ex- 
pected repair cost plus a net income on the 
value of the asset at the beginning of the 
year. When such appreciation takes place, 
the depreciation burden of the other years 
of the asset’s life will equal the difference 
between its cost new and scrap value, plus 
the amount of the appreciation. 

If the income expectation just covers 
the net income and expected repair cost 
items, depreciation of the asset will be zero. 
The asset will neither depreciate nor ap- 
preciate. 

It has not been the intention here to 
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present a method of accounting for depre- 
ciation and repair costs which is a panacea 
available for universal publication. In the 
accomplishment of technological results, 
business management frequently finds it in- 
advisable to use the most highly developed 
equipment available for the purpose in 
hand. Any such tool must be adapted to 
the circumstances under which it is to be 
utilized. And so in this discussion, all 
that is intended is the presentation of a 
development of accounting method which is 
in line with the current general trend of 
business management. As management be- 
comes more forward looking and its powers 
of prediction and control increase, its tools 
must necessarily become more precise. 
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BUSINESS POLICY AS RELATED TO ACCOUNTING 


Cuester F. Lay 


T A GRADUATION BANQUET in a school 
A of commerce in Chicago, a play was 
given in which one of the graduat- 

ing class was represented as having become 
insane under the strain of university train- 
ing in business and economics. Someone was 
curious to know what, if anything, the in- 
sane student would remember from all he 
had been taught. On being questioned, the 
insane character promptly responded: 
“supply and demand; other things being 
equal; it all depends.” In the phrase “it 
all depends” is expressed the almost infinite 
variety of business practice and policy. 
What effect has policy upon accounting, 
or accounting upon policy? Careful ex- 
amination of the literature of accounting 
does not uncover any great interest in the 
subject. The Accountants Index and Sup- 
plement do not even use the word “policy.” 
The literature of management includes 
some incidental treatment, much of which 
is contradictory, there being no agreement 
as to even the meaning of the term policy; 
differences of opinion as to the nature and 
purpose of accounting prompt the com- 
ment that in pursuing this inquiry the 
managerial viewpoint has been assumed. 
Whether or not angels would fear to tread 
this trackless territory the writer believes 
that someone must rush in for tentative 
exploration, because of the possibility that 
accountants may find an opportunity to 
extend their usefulness and standing by 
studied application of accounting method, 
broadly interpreted, to the critical prob- 
lems of policy formation and administra- 
tion with which executives are faced in an 
era of rapid change. Only the circum- 
stance of having teaching interests in both 
fields of accounting and. business policy, 
can explain this discussion, which is frank- 
ly intended to stimulate interest in further 


inquiry rather than to settle any phase of 
the problem. 


The most pressing problem facing large 
enterprises today (and growing concerns 
of medium size), is not that of manufac- 
turing, selling, nor financing, but is the 
problem of controlling the organization 
through co-ordination, so as to achieve 
teamwork in executing a united, program. 
Natural growth, consolidations, develop- 
ment of chain systems, and other influences 
have increased the size, complexity, and 
territorial dispersion of individual con- 
cerns and have created a situation out of 
which methods of managerial control arise 
from necessity. Failure to perfect such 
methods may be the factor which will limit 
continued increases along those lines. As 
concerns come to number employees by 
hundreds and thousands, it is obviously 
necessary to provide for accountability; 
the tremendous growth of accounting in 
value and esteem has followed. While rec- 
ords indicating integrity and ability are 
essential, it is also necessary that such 
qualities be exercised within set fields, and 
with primary emphasis upon company—in- 
stead of departmental loyalty ; consequent- 
ly the technique of managerial organiza- 
tion has been extended to provide control 
through co-ordinated action. The growth 
of knowledge as to “best” ways of business 
operation has thrown into the spotlight 
the tendency of individuals to follow their 
own inadequate methods. Gains from 
adopting methods of “best” practice, to- 
gether with the value of consistency of ac- 
tion within the fields set by sound organi- 
zation, is rapidly forcing the deliberate 
adoption of company and departmental 
policies to establish control over objectives 
and operating methods. 

Such use of policies is an extension from 
the field of factory operation to the zone 
of administration, of that principle of 
Taylor—inspired management which re- 
quires that positive control be secured over 
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all conditions and operations, leaving 
nothing to chance or to the whims of in- 
dividual judgment. Orderliness in man- 
agement is possible in the midst of the 
great complexity of modern business prob- 
lems, only by standardizing or fixing as 
constants, all possible variables in man- 
agerial situations. In this way, day to 
day opportunism may be avoided, and 
Taylor’s second principle requiring plan- 
ning before performance becomes possible 
on the administrative plane. The passing 
of the stage of pioneering, exploitation 
type of enterprise in America, and the 
coming of an era of more intense competi- 
tion, with profit possibilities found pri- 
marily in refinements of management and 
operations effecting lower costs, inevitably 
work for the application of so-called sci- 
entific management to the realm of top- 
control. That the three means suggested 
for such control—accounting—managerial 
organization—and policy formation, are 
actually being used for such purpose is 
definitely indicated by the growing ac- 
ceptance of the managerial viewpoint in 
accounting literature; by the emergence of 
the controller as administrative aid to the 
chief executive; and by the rapid adoption 
of budgetary methods in the management 
of our leading concerns, budgets being es- 
sentially statements of company policy in 
accounting terms. 

A policy has for its purpose the control 
over the operating force by delimiting the 
field of action, in the manner that legisla- 
tion acts as a directive control in relation 
to the executive division of governments. 
Before any profitable consideration can be 
given to specific instances of the relation- 
ship of accounting and policy, the concept 
of policy must be much more exactly de- 
fined than has yet been done. Is policy 
concerned with the goals to be reached 
(Sheldon), with the means of attaining 
them (Thompson), or with both (Webster, 
Robinson, Person)? Does a policy exist 
only when empirically promulgated 
(Thompson), or only when “fact-founded, 
. . - based on definite and accurate knowl- 


edge” (Robinson), or in either case, in ac- 
cordance with common usage? Can it be 
said that policy exists if it is changeable? 
The writer believes that these questions 
can only be answered by distinguishing be- 
tween policies as to their subject matter, 
Regulations designed to express the under- 
standing of the company as to its relation 
to its social environment, and especially to 
its economic setting, will (or should) deal 
with such matters as relations to social 
(including governmental) control; cus- 
tomers (service concept); industrial re- 
lations; competitors (co-operative activi- 
ties) ; technical management (recognition 
and promotion of management on a profes- 
sional plane); and the anticipation and 
adaptation to social and industrial trends 
(progress of the arts and sciences, and the 
business cycle). Such may be called gen- 
eral or “why” policies, and, in the present 
stage of management, are likely (1) to be 
concerned only with objectives, (2) to in- 
volve attitudes rather than procedures, 
(3) to be determined empirically rather 
than scientifically, and (4) to be quite 
stable over long periods of time. Account- 
ing is not likely to seriously influence such 
policies. Or regulations may designate 
what general methods shall be used, such 
as complete manufacture versus assembling 
of automobiles, selling at wholesale only, 
versus wholesale with retail outlets also, 
and self-financing versus borrowing for ex- 
pansion. Such “major” policies may be 
determined or evaluated upon the basis, in 
part, of accounting reports and analyses. 
Their characteristics are similar in some 
respects to those of general policies, but 
are more like departmental policies. Such, 
in turn, are ordinarily concerned with 
problems arising in the special operations 
within the department, and may authorize 
practices like pre-planning in the factory, 
high pressure selling methods, and taking 
of cash discounts. Departmental policies 
are likely (1) to be concerned with pre 
cedures instead of objectives, (2) to be de 
termined systematically if not scientifi- 
cally, and (3) to be changeable to cope 
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with changing conditions or the increasing 
knowledge of principles of business prac- 
tice. They are “how” policies in contrast 
with “what” and “why” policies already 
mentioned. The value or cost of such poli- 
cies may be indicated by the accountant by 
designing special records or account classi- 
fications to accumulate relevant data, and 
by greater care in the design and inter- 
pretation of accounting reports bearing on 


‘ these day by day problems of detail policy. 


Since controls must be definite, while most 
problems of policy are difficult to decide, 
involving a large element of human judg- 
ment, consideration must be given to the 
location of responsibility for policy forma- 
tion and execution. 

Policy formation may be termed legis- 
lation. In corporations the directors are 
presumed to legislate and to exercise gen- 
eral control over the chief executive. Shel- 
don would assign policy determination to 
the directors entirely ; McKinsey and Rob- 
inson are more practical, warning against 
meddling by directors in actual manage- 
ment. A number of students of organiza- 
tion would put policies squarely up to the 
executive (Barth, Clark, Kendall, Kester, 
White, and Williams). Others emphasize 
the necessity of executive consultation with 
subordinates (Brown, Follett, Tead). Ono 
flatly stands for recognition of the con- 
troller as the planning specialist within the 
executive division and therefore the only 
one both impartial and capable of sound 
legislation (Mazur). Others (Barth, Kes- 
ter, McKinsey) would have him suggest 
Policies to line executives; while others 
(McKinsey, White) assign to the con- 
troller the task of co-ordination of all poli- 
cies, by compilation, at least. Dean 
Hotchkiss has made the discerning state- 
ment that “important staff work and im- 
portant executivé work tend to merge,” 
and that the staff man “is forced to think 
im terms of executive responsibility.” Gen- 
eral or “why” policies are likely in practice 
to be formed by the directors and chief 
executive; “what” policies by the chief 
executive in conference with department 


heads (which should always include the 
controller, or one who performs his func- 
tions); and departmental or “how” poli- 
cies, by departmental executives in confer- 
ence with their assistants and the control- 
ler. Accounting work in providing data 
for policy formulation will be affected by 
the location of responsibility for policy de- 
cisions, primarily in respect to report 
preparation. If the controller is responsi- 
ble for policies the number and variety of 
reports may be very different from those 
required in case responsibility is diffused 
from the directors down to the last straw- 
boss. 

Responsibility for policies being estab- 
lished, a sound method of forming judg- 
ments is essential. Quoting H. S. Person, 
“Such problems of management are criti- 
cal, perplexing, and exacting in their de- 
mands for rational determination on the 
basis of facts, which are numerous and 
difficult of ascertainment and valuation.” 
Thus both the quality of thinking and ade- 
quacy of facts are emphasized. Examina- 
tion of the growth of the scientific method 
of forming generalizations may throw light 
on methods for formulating business pol- 
icy. Armchair hypothesis or expert guess- 
ing represents the first stage ; survey meth- 
ods of fact finding, classification and inter- 
pretation follows; and the most advanced 
method is that of research for solution of 
definite problems, by either the experi- 
mental or “philosophical” (synthesizing) 
methods. In business, policies have been 
formed upon the basis of economists’ hy- 
potheses until recently; we are still in the 
stage of accounting (ratio studies) and 
statistical classification of business facts; 
while in an increasing number of cases, defi- 
nite problem research by scientific methods 
are being undertaken for determination of 
sound policies. Preliminary surveys use 
accounting method; experimental study 
uses engineering and accounting tech- 
niques; while coordinative research syn- 
thesizes economic principles, accounting 
costs and ratio facts, statistical correla- 
tions and forecasts, and the like. The di- 
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rector of the Taylor Society has stated 
that “in all the sciences utilized by man- 
agement .... the outstanding achievement 
of recent years has been the improvement 
in the technique of finding and measuring 
facts.” Accounting today goes further, 
and by classification of relevant informa- 
tion, often expressed in trend or ratio 
form, operates practically as a preliminary 
step to the forming of conclusions. The 
thinking process by which sound generali- 
zations (policies) are reached is carried a 
large part of the way by the accountant. 
The accountant’s device of reporting vari- 
ations from standard costs, budgeted sales 
quotas, and the like, also makes possible 
straight thinking by the executive or di- 
rector, through use of the “method of resi- 
dues” as named by Mill, now commonly re- 
ferred to as the “principle of exceptions.” 
The technique, partly accounting, partly 
administrative, which probably affords the 
greatest aid in policy determination, is 
that of budget preparation, assuming esti- 
mates to be submitted from the botton of 
the force upwards. As Follett suggests, 
many policies are in this way self-formu- 
lated before reaching the chief executive. 
Investigation of “business policy as related 
to accounting” leads directly to considera- 
tion of the influence of accounting in pol- 
icy determination. 

There are certain limitations upon the 
usefulness of accounting as a tool for fash- 
ioning policies. Delay in presenting ac- 
counting data may make it impossible to 
determine the policy needed in time to put 
it into effect. Or the basis of valuation 
used may be conventional (as cost), while 
some other basis (as replacement) may be 
needed. The usual accounting assumption 
of conservatism requires the executive to 
make mental adjustments when reading ac- 
counting reports. Comparative account- 
ing reports usually include no correction 
for changing dollar values. Most account- 
ing systems provide classifications entirely 
inadequate to relate cause and effect even 
in terms of organization responsibility, 
and much less in terms of individual poli- 


The Accounting Review 


cies. Budget statements of policy are sel- 
dom reliable if based solely on past per- 
formance as shown by accounting records, 
Enthusiasts for ratio or other forms of 
accounting analysis are sometimes inclined 
to use over-elaborate methods upon insuffi- 
cient data which may lead to erroneous 
conclusions. The human factor frequently 
assumes a vital place in considerations of 
policy, and this accounting does not evalu- 
ate. Other limitations might be cited, but 
may be omitted here, except the final 
charge that the accountant, especially if 
his viewpoint inclines to the mechanical or 
mathematical phases of his work, is likely 
to be unable to make worth while sugges- 
tions as to policy, from the lack of con- 
structive imagination. These limitations 
are so weighty as to seriously question 
whether, without changes in his technique, 
the accountant can satisfactorily advise 
executives as to sound policies. 

To what extent are scientific or orderly 
methods (whether involving accounting or 
not) actually used in formulating company 
policy? No quantitative data on this 
question is available. The writer had a 
small part in the survey of management 
soon to be published by the National Bu- 
reau of Economic Research. If the com- 
plete data were not available considerable 
light might be thrown on this dark corner. 
One of two Texas companies with national 
reputations for sound management, uses 
strictly scientific methods; the other does 
so only partially. The managing director 
of the Taylor Society has suggested that 
firm histories or logs be kept, including 
discussion of policies and reasons and 
methods involved in their formulation. 
Until such private records are made avail- 
able to students of management, expression 
of expert opinion may he of value. The 
president of General Métors Corporation 
has stated that his experience shows that 
facts are too little considered in making 
decisions. In that organization, however, 
the three fundamental principles to which 
the managerial success of the Corporation 
is attributed by the president, are the 
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recognition of the equities of all concerned, 
getting the facts on all problems met, and 
analysis of the facts with an open mind. 
Henry Ford openly favors ignoring facts, 
in the usual sense of the term, under some 
circumstances. He says, for example, 
“Our policy is to reduce the price... . to 
a point where we believe more sales will 
result. We do not bother about costs. 
The new price forces the costs down.... 
(and) ... makes everybody dig for profits. 
We make more discoveries concerning 
manufacturing and selling under this 
forced method than by any other.” Rob- 
inson of California concludes that the 
usual business forms its policies by check- 
ing against the personal experience of in- 
dividual executives, that of similar firms, 
through observation and study. McKin- 
sey, however, reports a trend quite gen- 
erally observed, toward closer control 
through budgets, which are only account- 
ing expressions of policy, and represent de- 
liberate effort to plan scientifically. 

While recognizing the limitations of ac- 
counting in policy making, and the rather 
slight extent to which it is deliberately 
used for that purpose, it must be insisted 
that in many cases the accountant may di- 
rectly assist in policy formation; although 
accounting data taken alone are rarely 
sufficient to conclusively settle the matter. 
The following suggestions are offered 
merely as samples illustrating the variey of 
policy problems with which accounting 
may be of help, providing the accountant 
will study to extend his techniques to cope 
with such problems of management. 

In manufacturing, increasing mechani- 
zation requires rational selection of equip- 
ment replacement policy. A committee of 
the American Society of Mechanical En- 
gineers has developed a formula for cal- 
culating such a policy. In their research, 
accounting data was used primarily, in- 
cluding estimates of value of increased 
production based on actual costs. In the 
textile industry the ordinary machinery 
ledger is found to enable clearer thinking 
as.to replacement where complete detail is 


recorded. In deciding policy as to full use 
of plant facilities, percentages of emer- 
gency volume to ordinary volume is of 
value, and may lead to a policy of main- 
taining excess capacity of say, 30%. Cost 
accounting may indicate cost of unbudg- 
eted idle capacity, together with its 
causes, so that policies of correction may 
be established. This may be done by pre- 
determining total overhead and hourly ma- 
chine rates on both “idle” and “running” 
bases; production being charged with run- 
ning rates while cost of unused capacity 
is charged to idleness accounts classified 
according to cause of such as lack of labor, 
materials, power, or sales orders. Simpli- 
fication of commodity lines offers possible 
savings which accounting analysis on such 
basis may forecast. 

Cost technique applied to merchandising 
activities may point to need for the same 
policy in the trading field. In many cases 
carrying full lines means actual loss sus- 
tained on certain minor lines. Cost finding 
by commodities, if extended so as to se- 
cure net profits, can provide needed stop- 
loss orders. Analysis of common ratios 
showing turnover of merchandise and ex- 
pense percentages classified by lines is val- 
uable even without a complete system of 
costing for sales. Should sales be expended 
in certain territories? Cost accounting 
data compiled on territorial basis would 
be adequate to supply the net profit test 
needed for a rational decision. Such data 
may, however, point to an entirely errone- 
ous decision in case overhead is allocated 
on actual instead of budgeted sales. 
Whether advertising should supplant other 
selling methods is commonly said to be a 
matter of faith alone. Yet a decrease in 
total selling expenses while advertising ap- 
propriation is increased, argues otherwise. 
Analysis of sales by branded versus un- 
branded lines of a manufacturer should 
suggest a possible policy of advertising to 
consumers direct, to force dealers to stock 
the merchandise under the manufacturer’s 
label. Various other departmental policies 
may require accounting data for wise de- 
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cision. If past experience or published 
cost data makes estimates possible, esti- 
mated profit and loss statements may be 
used to decide whether to favor mail-order 
sales versus traveling salesmen, to deliver 
or hire it done, and the like. Such bud- 
geted accounting reports require assump- 
tions as to volume of business, and the 
classification of expense as fixed and vari- 
able in percentages. 

The simplification policy may be applied 
by the finance department also. Assum- 
ing satisiactory credit standing, should all 
possible customers be added on the books? 
Analysis of accounts receivable and com- 
parison with bad debt losses may reveal 
conclusive arguments for limitation, as in 
one recorded case in which 80% of sales 
were made to the top 25% of the cus- 
tomers, while only 2% of sales were made 
to the bottom 25%, who, however, provided 
nearly 100% of collection troubles. What 
credit policy should prevail respecting cus- 
tomers already overdue? Indiscriminate 
refusal of sales to such customers may lose 
profitable business. Some work by an ac- 
countant, in analyzing past due accounts 
receivable by age, commodity, and causes 
(where known), with careful appraisal, by 
the credit manager, of the customers’ 
fancial prospects, may indicate the value 
of the customers’ continued business, and 
may also suggest new or improved sales, 
delivery, or collection policies. Analysis of 
individual accounts, such as losses on in- 
stallment receivables, may affect credit pol- 
icy. A California department store sells 
furniture on installment only to customers 
who have, or are eligible for, ordinary 
charge accounts. Finance policies as to 
borrowing and dividends may be mentioned 
as obviously influenced by the work of the 
controller in encouraging the establish- 
ment of standard balance sheet and income 
statement ratios. 

Accounting designed to secure results 
and costs classified according to groups or 
to individual employees, makes feasible the 
policy of wage payment according to ac- 
complishment. Whether to use bonus re- 
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muneration for executives may be decided 
according to the possibility of budgeting 
net profits for organization units to 
set base pay. Unit labor costs “before” 
and “after” installation of incentive pay- 
ment methods should indicate the advisabil- 
ity of a high wage policy. The Delco- 
Light Company justify their group bonus 
policy on records of doubled output per 
man. Accounting is the limiting factor 
preventing use of motivating wage policies 
for employees whose performance it is dif- 
ficult to measure, such as engineers, and 
accountants themselves. 

Accounting affects general policies also. 
A policy which will in large measure de- 
termine other policies of general adminis- 
tration, relates to the emphasis to be put 
upon managerial ability as contrasted with 
that of the operative force. Creation of 
a large management division increases 
“overhead” obviously; yet the complexi- 
ties of problems met by enterprise may 
make economy of managerial ability sui- 
cidal in the long run. (See J. M. Clark) 
Accounting may throw some light here 
through comparison of net profits ratio 
trend during period of change from one 
policy to the opposite. Such cases are on 
record, and the experience of similar firms 
may aid in judging the desirable policy 
for the enterprise in question. Trade as- 
sociations may be able to supply account- 
ing information of this sort not otherwise 
available. 

Budgeting, as an outgrowth of account- 
ing, is of prime value in setting up a policy 
of “balanced” organization, preventing un- 
even growth of sales and manufacturing. 
Preparation of the budget estimates, and 
consideration of budget reports during the 
budgeting period, may prevent the chief 
executive himself from over emphasizing 
one department to the detriment of others. 
Accounting reports in comparative form 
afford the executive his principal technique 
for securing coordination and balance, by 
setting into the foreground variations from 
the budgeted or norm amounts, thus en- 
couraging the use of the “exception prin- 
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ciple.” What should be done to adapt 
operations to long time and business cycle 
trends? Each concern is affected some- 
what differently from all others by such 
changes. To formulate policies which will 
enable the business to prevent losses during 
depression and maintain sanity during 
prosperity, the executive needs information 
as to the influence of the cycle upon such 
matters as physical condition of the plant, 
cancellation of orders, collections, working 
capital, and manufacturing costs. Statis- 
tical services and lectures from economists 
cannot supplant the records of the firm’s 
own experience as a basis of planning ad- 
justment to similar conditions as they re- 
eur. A policy opposed to that of adapta- 
tion to the cycle may be established, re- 
quiring stability of growth regardless of 
the opportunities afforded by boom peri- 


ods. The Dennison Company has decided’ 


that a ten per cent annual increase in 
volume is more profitable than a policy of 
ungoverned expansion. The cost account- 
ant may afford very definite aid to an exec- 
utive who is determining policy as to vol- 
ume of business under cyclical or sea- 
sonal changes in conditions. This may 
require the accountant to go beyond his 
records of actual costs, and to analyze both 
financial and physical data bearing upon 
“differential costs.”” Without elaborate 
analysis, however, the cost accountant may 
often approximate differential costs in the 
form of “direct costs,” since overhead may 
vary but little with the proposed increase 
in output. By such estimating of costs 
under various sets of conditions, the exec- 
utive may be able to decide whether to 
expend the manufacturing plant, or to 
change prices. Policies of cutthroat com- 
petition and of price discrimination have 
been based upon a recognition of differen- 
tial costs ; it is worth noting that the prac- 
tice of distributing overhead at standard 
rates regardless of volume of business 
tends to prevent such “evils” by making 
it appear unprofitable to take business un- 
less it bears its full share of overhead. In 
other words, the executive who looks to 


the accountant for facts bearing upon 
policy of expansion of operations and price 
cutting is given cost information which 
arbitrarily indicates that such policies are 
unwise. The executive, not the accountant, 
should decide as to policy. 

Accounting supports policy not only in 
its formulation, but also in its enforcement. 
Policies, whether of objective or proced- 
ure, are not “guaranteed” by statements of 
what is desired. The controller being pri- 
marily responsible for budgetary proced- 
ure, is of primary assistance to the execu- 
tive in policy administration, since the 
budget is a summarized expression of prac- 
tically all company and departmental poli- 
cies. Being expressed numerically in the 
budget policies are made definite; and if the 
estimates are properly made by conference 
of all executive divisions affected, they are 
understood in advance. The controller, or 
other budget facilitator, keeps the policies 
before operating men by periodically ren- 
dered accounting reports as to failure or 
success in carrying them into practice. If 
reports are designed to meet the needs of 
each executive, such items as returns and 
allowances to customers, and spoilage in 
manufacture show the chief executive 
where policies need his attention; and de- 
partmental executives are warned by items 
of peculiar import to them, such as pur- 
chase discounts in the case of the finance 
manager. Such reporting during the budg- 
et period enables the chief executive, or 
the executive (or budgetary) committee to 
rationally adjust operations to trends and 
the business cycle. Mention should be made 
of the value of such reports in developing 
executive timber “from the ranks,” and 
in facilitating a policy of democracy in 
management. 

The relationship of policy and account- 
ing have been examined by noting the in- 
fluence of accounting in the formulation 
and execution of policies. To approach 
from the opposite side and to consider 
in detail the relation of business policy 
upon accounting would involve some repeti- 
tion, and is not necessary. If the concep- 
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tion of accounting as a service technique 
to be made available to those who formu- 
late policies, is once accepted, the effect 
upon accounting reports, system design, 
cost accounting, and even upon the formu- 
lation of accounting principles may be at 
least partially seen. Certainly such a view- 
point will tend to destroy the accountants 
preference for conservatism rather than 
accuracy, his predeliction toward conven- 
tionality of expression in reports rather 
than their adaptation to the needs of exe- 
cutives for whom they are prepared, and 
his comfortable anchorage to historical 
fact rather than the uncertainties of esti- 
mates and forecasts. But accounting is, 
after all, not merely fixed set of prin- 
ciples and procedures, but is rather to be 
thought of as one of a trinity of control 
techniques which modern conditions are de- 
veloping as steps toward scientific manage- 
ment of business on the administrative 
plane, policy, organization, and account- 
ing, inextricably inter-related. 

It may be feared that all such control 
devices tend toward undesirable centrali- 
zation of power—even toward dictatorship 
—in business; and that such techniques 
may be but weapons which will be used to 
enforce arbitrary power; instead of being 
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tools forged for the development of an im- 
partial science of amnagement for which we 
all are now giving our best efforts. While 
it is true that policy, organization, and ac- 
counting can all be used dictatorially, from 
consideration of best practice in budg- 
et administration, in which all three tech- 
niques are merged, it is evident that the 
combined judgment and will of all respon- 
sible executives are used, illustrating demo- 
cratic rather than dictatorial formulation 
of objectives and plans. Mary Follett has 
exposed the “illusion of final authority” in 
her critical examination of the processes 
by which executives rubber-stamp decisions 
previously reached by subordinates of the 
line or staff upon the basis of relevant 
facts. Facts so assembled often create a 
condition in which no other decision is pos- 
sible, and in which the chief executive finds 
that use of such orderly processes as ac- 
counting and organization in the formula- 
tion of judgments or policies, binds him 
along with his subordinates to conformity 
with “the law of situation.” Filene and 
Dennison managements are illustrative of 
a number which openly accept this view- 
point. The hopeful view, therefore, seems 
to be supported by actual practice as well 
as by the new philosophy of management. 


SHALL ACCOUNTING INSTRUCTORS INDULGE IN 
OUTSIDE PRACTICE? 


C. L. Raper 


has little or no practice on the 

outside do the best teaching of Ac- 
counting courses? Can the Accounting in- 
structor who has important practice on 
the outside do the best teaching of Ac- 
counting courses? I take it that the ques- 
tion under consideration involves the qual- 
ity of Accounting teaching in college 
rather than the quality of Accounting 
practice on the outside. 

As I understand it, the purpose of Ac- 
counting instruction in college is to train 
students in the principles and practice of 
Accounting. This is the purpose whether 
the instruction is of the more elementary 
type or whether it goes into the more ad- 
vanced phases of the subject. 

In considering Accounting teaching in 
college, at least two groups of students 
should be held in mind: 

a. The student who plans to go into 
some kind of managerial, selling, or 
finance work, and who has no thought 
of entering the profession of Ac- 
counting. 

b. The student who plans to become an 
Accountant—public or private. 

The relative proportion of theory and 
practice might well vary for these two 
groups of students. For the first group 
of students, the Accounting courses should 
give considerable slant toward general 
business conditions, toward organization, 
toward finance, and toward marketing. For 
the second group of students, the Account- 
ing courses should give a deeper under- 
standing of accounting principles and 
practice from the point of view of the pro- 
fessional Accountant as well as a deeper 
understanding of the conditions under 
which business is carried on and of the 
legal limitations of business operation. 


C* THE ACCOUNTING INSTRUCTOR who 


Can the Accounting instructor who has 
little or no outside practice do the better 
teaching for either of these groups of stu- 
dents or for both of these groups of stu- 
dents? Can the Accounting instructor who ~ 
has important outside practice do the bet- 
ter teaching for either of these groups or 
for both of these groups? 

In answering these questions I have no 
thought of bringing up the qualifications 
of the Accounting instructor as such. I 
take it for granted that the Accounting 
instructor who has little or no outside 
practice has the qualifications to do effec- 
tive outside practice but that he chooses 
to give all or most of his time to teaching. 

In answering these questions, I think 
two aspects of Accounting teaching should 
be considered : 

a. The efficiency of college administra- 

tion. 

b. The efficiency of college teaching. 

From the point of view of college ad- 
ministration, I think it is clear that gen- 
erally the Accounting instructor who has 
little or no outside practice can fit into 
the scheme and schedule more readily, and 
perhaps more effectively, than the Ac- 
counting instructor who has important 
outside practice. Not infrequently it is 
necessary for the Accounting instructor 
who has outside practice to have a special 
schedule of teaching and office hours; and 
at times such a special schedule disrupts 
the schedules of teachers in other depart- 
ments of the college and the schedules of 
students in the Accounting Department it- 
self. From the point of view of the Dean’s 
office, I have no doubt that the Accounting 
instructor who has little or no outside 
practice can be more satisfactorily ad- 
justed in his work than can the Account- 
ing instructor who has important outside 
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practice. I should say, however, that this 
administrative difficulty is not the most 
important thing. 

From the point of view of the efficiency 
of the Accounting teaching—and this is by 
far the most important thing about the 
question, I think it may be accurately said 
that much of the teaching by the Account- 
ant who has important outside practice is 
less effective because of the fact that such 
an Accounting instructor becomes more in- 
terested in outside practice than he does 
in college teaching. Not infrequently the 
instructor who has important outside prac- 
tice regards his college teaching as only 
secondary. Not infrequently such an Ac- 
counting instructor gives his students the 
reactions which he gets out of his practice 
at the time and not the reactions which 
come from a broad view of the whole field 
of Accounting practice. 

I am inclined to say in conclusion: 

1. That college administration is eas- 
ier and more satisfactory when the Ac- 
counting instructors give most of their 
energy and time to college teaching. This 
administrative ease and satisfaction should, 
however, always be regarded as a second- 
ary thing. 

2. That the schedules of the instruc- 
tors in other departments and the sched- 
ules of students are more satisfactory and 
effective when the Accounting instructors 
have no special days or hours for their 
courses, in order to enable them to look 
after their outside practice. This ques- 
tion, while it is more important than that 
of administrative ease and efficiency, is 
not, however, fundamental. 

8. That outside practice may become 
the thing of major interest in the mind of 
the Accounting instructor and that his col- 
lege teaching may become entirely second- 
ary. This is a thing of vital importance. 
I think it may be stated safely that, when- 
ever the Accounting instructor makes his 
outside practice his vital interest and his 
college teaching of slight importance, an 
immediate readjustment should be made 
for the sake of effective college teaching. 


4. That whenever the Accounting in- 
structor can do good outside practice and 
can do equally good college teaching, the 
results are effective and satisfactory. Some 
of these results may be stated as follows: 

a. That the Accounting instructor who 
has important outside practice may 
have many effective illustrations of 
Accounting principles and practice 
to give to his students; and that his 
illustrations are generally of greater 
vitality than are the illustrations used 
by the Accounting instructor who 
has little or no outside practice. 

b. That the fact of his having good 
outside practice makes it possible for 
the Accounting instructor to pick 
out, for his students, the best things 
in Accounting principles and prac- 
tice. The Accounting instructor who 
has little or no outside practice does 
not as readily know the best things in 
Accounting principles and practice. 

c. That the fact that the Accounting 
instructor has good outside practice 
gives him a better standing in the 
eyes of his students, his colleagues on 
the faculty, and in the community; 
and that such a standing makes his 
teaching more valuable. The Ac- 
counting instructor who has little or 
no outside practice oftentimes has the 
reputation of being only a theorist. 
This reputation detracts from his 
value as an instructor. 

d. That the fact of good outside prac- 
tice makes it possible for the college 
or school to secure in its teaching 
service better accountants for rela- 
tively small salaries; and that this is 
an important asset. 

5. That the college administration 

should make serious effort to secure in its 
teaching service Accountants who have im- 


portant outside practice, provided always , 


that such Accountants can teach Account- 
ing principles and practice in a vital way, 
and provided always that such Account- 
ants take their college teaching task with 
a large amount of serious interest. 


~*~ 


THE ACCOUNTING EXCHANGE 


A number of members of the Association have for some time urged the 
establishment of a department devoted to accounting theory and prac- 
tice, and to teaching problems and methods. In imaugurating this de- 
partment the editor looks forward to contributions from the Associa- 
tion’s members and other readers of the Review. For the present, 
contributions may take the form of original problems, with or without 
solutions, letters to the editor, or brief articles—complete in themselves 
or calling for solution or comment from readers. Perhaps a regular 
feature of this department will be an original problem in each issue, 
which may be used for classroom purposes; in that event it may be 
desirable not to publish solutions, but to issue them, wpon request, to 
instructors only. It will be the primary object of Accountine Ex- 
CHANGE to present material of value to teachers of accounting and 
others interested in the development of accounting theory. C.P.A. 
problems, and questions of auditing practice, covered as they are by 
well-established departments in other accountancy publications, will, it 
is hoped, be avoided, unless they relate to methods of conveying informa- 
tion to the management of a business or to the public generally. Sug- 


gestions from readers of the Krview will be most welcome. 


A Prositem CALLING FoR A STATEMENT 
Suowinc CHANGES IN WorkING 
CAPITAL 


OLLOWING ARE DATA from which the 
Pesce: is asked to prepare a state- 

ment of application of funds, a state- 
ment of changes in working capital, or— 
what shall the analysis of balance sheet 
changes be called? Little has been said by 
accounting authorities as to this important 
statement and a standardization of termin- 
ology and form is highly desirable. The 
best one of the solutions submitted to the 
editor will be published in the September 
or December issue of the Review. Com- 
ments on the statement of application of 
funds apart from solutions are also de- 
sired. Communications should be in the 
hands of the editor before August 15. 

Comparative balance sheets appear on 
page 182. Succeeding paragraphs explain 
certain balance sheet items. 

(1) The reserve for bad debts applies 
to 80-day accounts receivable. An addi- 
tion of $8,000.00 was made to the reserve 
in 1928 through charges to profit and 
loss while $189.67 was credited to the re- 
serve during the year, representing ac- 


counts collected but charged off in previ- 
ous years. A total of $125,482.65 has 
been collected on balances of customers’ 
accounts outstanding at the beginning of 
the year. 

(2) Installment accounts and unearn- 
ed income are analyzed at the top of page 
183. 

The only account not collected in due 
course in 1928 was a 1927 account stand- 
ing on the books on January 1, 1928, at 
$2,350.67. The customer defaulted on all 
subsequent payments but only a portion of 
the property was recovered, $1,550.67 be- 
ing charged to bad debts, $642.20 to the 
deferred credit account, and the balance of 
$157.80 to finished goods. 

(8) The reserve for inventory losses 
at the end of 1927 was set up in anticipa- 
tion of subsequent losses on finished goods 
which proved to be $9,675.22. The latter 
amount represents the excess of the lower 
of cost or market at December &1, 1927, 
over prices actually received upon sale in 
1928, and has been included as an extra- 
ordinary loss in the profit and loss state- 
ment of 1928. A sum of $20,000.00 was 
added to the reserve at the end of 1928 for 
similar reasons. 
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BARBER MANUFACTURING COMPANY 
Comparative Balance Sheets 


December 31 
Assets 1927 1928 

Cash on hand and in bank.$ 26,475.81 $ 82,664.32 
Liberty bonds .......... 3,300.00 
Accounts receivable (30 

Accounts receivable (in- 

Stallment) 78,436.58 130,010.45 
Finished and partly fin- 

ished stock ........... 62,987.46 51,114.87 
Raw materials .......... 36,874.93 106,383.11 
Prepaid Insurance ...... 2,346.80 2,863.29 
Treasury stock ......... 3,500.00 
Discount on bonds ...... 13,500.00 10,800.00 
Discount on stock ...... 1,000.00 
Investment in A. B. Sales 

52,563.81 55,063.81 
Sinking fund assets . 10,000.00 11,775.00 
Bonds in hands of sink- 

ing fund trustees . 10,000.00 
89,465.43 112,434.19 
Machinery and _  equip- 

Total Assets 


$767,319.13 $1,016,327.24 


(4) The value of treasury stock, (re- 
purchased in 1924 and carried at par) 
was transferred to general and administra- 
tive expenses for the year, having been 
given to an officer in lieu of a cash salary 
of $2,500.00. The excess of par over the 
value of the salary appears as discount 
on stock. 


(5) Investment in the A. B. Sales 
Company which disposes of a part of the 
output was increased by $2,500.00 due to 
the declaration of a dividend on December 
1, 1928, payable January 15, 1929. 


(6) The First Mortgage 6 per cent 
10-year Bonds were sold as of January 1, 
1927, at 85. According to the terms of 


December 31 
Liabilities 1927 1928 

Accounts payable—raw 

materials: 89,013.72 57,184.57 
Accrued wages ........ 2,340.00 6,748.21 
Accrued factory expenses. 3,140.10 7,564.30 
Accrued general expenses. 1,422.00 2,485.70 
Federal taxes accrued ... 23,984.23 6,688.95 


Reserve for loss on pur- 


chase commitments .... 58,478.21 88,988.47 
Reserve for bad debts .. 5,675.28 4,897.25 
Reserve for depreciation 

—buildings ........... 12,185.61 18,756.48 
Reserve for depreciation 

—machinery and equip- 

26,748.97 32,030.68 
First mortgage 6 per cent 

Unearned income on in- 

stallment contracts ... 21,230.55 39,661.64 
Capital stock—common.. 300,000.00 300,000.00 
Reserve for possible in- 

ventory loss .......... 15,000.00 35,000.00 
Sinking fund reserve ... 10,000.00 20,575.00 
Capital surplus from re- 

Earned surplus, Decem- 

ber Si, 1008 ..4..2... 88,605.51 58,605.51 
Profits—year 1928 (Net, 

after deducting appro- 

priations therefrom) .. 8,200.58 

Total liabilities and 


the trust agreement a yearly installment 
of $10,000.00 is to be paid to a designated 
sinking fund trustee on December 31 of 
each year. Two cash payments have thus 
been made in 1927 and 1928. On January 
2, 1928, the trustee purchased ten 
$1,000.00 bonds of this issue at 88 and the 
resulting loss of $150.00 was charged to 
profit and loss for 1928. The bonds thus 
purchased have been held alive in the fund 
by the trustee and the coupons maturing 
June 80 and December 31, 1928, were col- 
lected by him on those dates. In addition, 
interest totalling $50.00 was credited to 
the: fund by the trustee in 1928 and 
$75.00, representing trustee’s fees and ex- 
penses, was deducted. 


132 

T 
B 
cl 
B 
A 
T 
fc 
va 
an 
$) 
pe 
In 
ni 


61.64 


575.00 
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Balance of 
Installment Accounts December 31 
Year of 

Sale 1927 1928 
1925 $ 5,995.23 3 
1926 18,766.53 7,227.74 
1927 58,674.82 21,485.81 
1928 101,846.90 
Totals $78,486.58 $180,010.45 


(7) Reserve for depreciation—Build- 


ings: 


Balance January 1, 1928 .... $12,185.61 


Add—4% on $ 79,465.48... .$ 3,178.62 
5% on 10,000.00.... 500.00 
2% on 22,968.76.... 459.88 
Total on $112,484.19 4,188.00 
Total.... $16,323.61 
Less—Improvements added 


during year tending to pro- 


long life of building ...... 2,567.18 


Balance December 31, 1928 . $18,756.43 


(8) Reserve for depreciation—Ma- 
chinery and Equipment: 


Balance January 1, 1928 .... $26,748.97 
Add—10% on $128,476.85... .$12,847.69 
5% on 11,406.90 (scrapped 
during year) .. 570.35 
5% on 18,199.82.... 909.99 
Total on .... $153,088.57.... 18,828.03 
Less—Machinery scrapped 
during year ($11,406.90), 
charged in part to 1928 op- 
Balance December 31, 1928. $82,020.68 


(9) ‘The capital surplus account was 
created at the time the bond issue was 
floated and represents additional building 
value disclosed by appraisal. The original 
amount of this appreciation was 


$10,000.00 ; this has been depreciated at 5 
per cent rather than 4 per cent, the build- 
ing being about 5 years old at the begin- 
The yearly credit of 


ning of 1927. 


Accounting Exchange 


war Deferred Credit December 81 

Toss 

Profit 

Ratio 1927 1928 

20.60% $ 1,285.02 $ 

28.41 5,881.57 2,058.40 

27.32 14,668.96 5,856.26 

81.38 81,751.98 
$21,280.55 $89,661.64 


$500.00 has been applied in reduction of 
depreciation expense. 

(10) During 1927 and 1928, large 
purchase contracts were entered into on 
the strength of a declining market. In 
both years, however, the market further de- 
clined due to unforeseen conditions. The 
Reserve for Loss on Purchase Commit- 
ments was set up for the first time at the 
end of 1927, the provision therefor being 
charged to profit and loss for that year. 
At the end of the year 1928 the balance of 
$38,983.47 was composed of— 

Balance January 1, 1928 ............... $58,478.21 


Less—Amounts charged thereto upon 
cancellation of purchase contracts 


($49,489.74 applicable to 1927) ....... 58,896.95 
$ 4,576.26 

Add—Additional provision December 31, 
Balance December 31, 1928 ........... $88,983.47 


It is expected that the unused balance 
as at January 1, 1928, will cover cancella- 
tions applicable to 1927 which have not 
yet been paid. 

(11) A summary of the profit and loss 
account for the year 1928 appears on 
page 134. 

(12) A cash dividend of 10 per cent 
was declared January 2, 1928, and paid 
February 1, 1928. 

(18) All current liabilities at Decem- 
ber 81, 1927, were paid during 1928 ex- 
cepting an account payable for raw mater- 
ial amounting to $250.00, the bank loan, 
which was renewed, and the balance of the 
reserve for loss on purchase commitments, 
as shown in (10) above. 
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BARBER MANUFACTURING COMPANY 
Summary of Statement of Profit and Loss 
Year Ending December 81, 1928 


SALES— 
COST OF SALES— . 
Raw Material inventory Jan. 1, 1928 .........-............ 8 36,874.93 
Inventory December Sl, 1928 106,383.11 
287,444.31 
Indirect expenses— 
Depreciation— 
Other manufacturing expenses ..........-.--.seeeeeeeeee 816,958. 
$ 982,765.34 
Add—Decrease in finished and partly finished goods inven- 
tory (less loss on realization charged to general expen- 
GROSS PROFIT— 
Installment— 
Gross profit from 30-day sales and cash sales ............++++ $ 132,836.83 
Gross income from installment sales (on receipts basis)— 
Gross income from all sources (after deducting deprecia- 
tion and loss of $2,860.58 on machinery scrapped) $ 174,429.89 
Less—Expenses— 
Provision for loss on purchase commitments................ 34,407.21 
Loss on inventory realisation ..................sseeeeeees 9,675.22 
Bad Debts (installment contracts) 1,550.67 
Other general, administrative and selling expenses...... 83,558.29 
Interest on bonds paid to bondholders .................... 5,400.00 
Discount on bonds amortized 1,350.00 
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Loss on bonds repurchased by trustee at Jan. 1, 1928....... 150.00 


12.68 


International Congress on Accounting 


Sinking fund expense (net) 
Other interest paid 


Net profits from operations 


Distributed as follows: 
Reserved for sinking fund 
Federal income tax 
Reserved for inventory losses 
Good will written off 
Balanee—per balance sheet 


Total, as above 


135 

25.00 
12,348.52 103,964.91 
$ 10,464.48 
as 10,575.00 

6,688.95 

20,000.00 

25,000.00 
$ 70,464.48 


INTERNATIONAL CONGRESS ON ACCOUNTING 


) \ EVENT of importance to all teachers 


of accounting as well as the pro- 

fession will take place during the 
six-day period beginning September 9: the 
third assemblage of the International Con- 
gress on Accounting at the Hotel Commo- 
dore, New York. Foreign visitors will in- 
clude representatives, many of them allied 
with accountancy instruction, from all the 
principal European countries and from 
Canada, Mexico, Central and South Amer- 
ica, and Japan. 

Dean John T. Madden is now arranging 
the program, announcement of which will 
be sent all members of the association as 
soon as it is completed. The addresses will 


be in the form of papers printed in advance 
in French, German, and English and will be 
made available before the opening of the 
Congress. At each meeting the chairman 
will introduce the author who, instead of 
reading his paper, will lead a discussion of 
it. Those who wish to discuss papers 
should, if possible, register in advance with 
the Secretary, Professor Giles L. Courtney 
at New York University. 

The Congress is being financed through 
sustaining and subscribing memberships 
costing twenty-five and fifteen dollars re- 
spectively. Address remittances to the 
International Congress on Accounting, 100 
Washington Square East, New York City. 


121.01 

581.67 

336.88 
171.55 
$21.01 
500.00 
429.89 


REVIEWS 


The New Way to Net Profits, by Fred W. Shilbey. 
Harper and Brothers, New York, 1928. xvii, 
213 pages. 

This book, by a vice-president of the Bankers 
Trust Company of New York, is primarily a brief 
for scientific administration in business, more 
specifically for budgeting control. 

Ten years ago scientific administration was de- 
rided as the theory of an efficiency engineer. To- 
day it is common business practice. Five years 
ago budgetary control was merely a charming story 
to which business men half listened, an intriguing 
system, possible only of successful operation under 
ideal conditions. Today budgetary control is an 
essential part of any well-planned operating pro- 
gram. 

The book includes chapters on market study, 
merchandising, distribution, the sales forecast, pro- 
duction planning, budgetary control, management, 
research, and analysis. 

At the outset, the author points out that the 
master word of the new way to net profits is ‘‘co- 
ordination,” coordination of production and ex- 
penses with sales, with a margin of profit definitely 
provided for. Making a sales forecast is, there- 
fore, the initial step in budgetary control. The 
capacity of consumers to purchase is the essentiai 
consideration in the forecasting of sales. But 
willingness of consumers to purchase is almost as 
important a factor. This leads to a study of 
markets as they exist in consumers’ minds, which 
necessitates close contact with consumers them- 
selves. 

The probable sales in units and classes having 
been estimated for the budget period (usually 
three months) the first problem in coordination is 
to adjust the rate of production in accord with the 
sales forecast and to plan the manufacturing 
processes so that the most constant flow of ma- 
terials in the course of production shall be main- 
tained. This involves a careful consideration of the 
inventory position and of purchase requirements. 

As soon as the production budget has been made 
and purchase requirements released, the treasurer 
is in position to set up his cash budget. In addi- 
tion, the general administrative department can 
plan its expenses so as to comply with its budgeted 
allotment. 

Scientific administration demands also scientific 
merchandising and distribution, the application of 
research and analysis to all problems of the busi- 
ness, and a management thoroughly imbued with 
the new spirit. Scientific merchandising involves 
careful and constant consideration of quality, de- 
sign, style, color, preparation, and service, so that 
consumer acceptance can be anticipated with 
reasonable confidence. 

In the chapter on distribution the author com- 


ments upon such matters as the difficult position of 
middlemen in the present era of buyer’s market, 
mail order and chain store developments, the value 
of trade names, advertising, the lessened import- 
ance of traveling salesmen. In the author's 
opinion, traveling salesmen will be few in number 
ten years hence; and there is yet hope for the 
small local merchants if they will arouse themselves 
and form groups about central purchasing organi- 
zations or mother stores. 

In his conclusion, the author holds to the propo- 
sition that the success of an individual business is 
largely dependent upon the success of business as 
a whole and urges that all business men contribute 
to the supply of commercial knowledge, so that 
business planning can be accomplished and waste 
obviated. 

The book is written in simple, readable style and 
is enriched by many actual illustrations from busi- 
ness. J. L. 


Elementary Accounting, by Frank Hatch Streigh- 
toff. Harper and Brothers, New York, 1928, 
xi, 501 pp. 

This book contains 28 chapters, each followed 
by numerous questions and problems. In the latter 
part of the book practice set material embodying 
869 transactions and covering 3 months is found. 
Of these months, the first, October, deals with sole 
ownership and has 106 transactions to be trans- 
scribed into 7 journals and posted. While the 
student is doing this work it is expected that the 
fundamental principles of accounting applied to 
this situation and presented in Chapters 1 to 8 will 
be mastered. The content of these chapters is 
reflected by the chapter headings: The Nature 
and Use of Accounting; Buying and Selling; the 
Balance Sheet Profit and Loss; The Account and 
the Journal; Books of Original Entry and the 
Trial Balance; Adjusting Entries; Closing the 
Books. 

The transactions of November reflect the transi- 
tion of ownership to the partnership type by means 
of 105 transactions which the student is to book 
while becoming familiar with the principles of ac- 
counting set forth in Chapters 9 to 14, the subjects 
of which are: Reopening the Books and Control- 
ling Accounts; The Partnership; Negotiable In- 


struments; Cash; Buying and Selling a Business; - 


Review. 

The activities of a corporation are represented 
by 158 transactions in December. While the stu- 
dent is concluding the practice set he is expected 
to study Chapters 15 to 23, entitled: The Corpora- 
tion; Accounting for Capital Stock; The Manv- 
facturing Statement; The Voucher System; The 
Factory Ledger; Depreciation; Surplus and Divi- 
dends; Bonds; The Sinking Fund. The text con- 
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cludes with 5 chapters dealing with Investments ; 
Interpreting Fnancial Statements; Mechanical Aids 
to Accounting; Designing Sets of Books; and Re- 
view. 

Practice set blanks, which measure 81,"x514", 
are furnished for the journals, cash books, voucher 
register, check register, and ledgers. The text 
contains 153 forms which undoubtedly have been 
selected with care and will be valuable to the be- 
ginner. The reviewer is impressed with the proba- 
bility of students of average ability, or less, getting 
lost in the detail. The statement of the funda- 
mental principles of accounting are clearly and 
carefully made, and the reviewer believes that they 
are in accord with present accounting thought. 

Wester James McCarty 


Bookkeeping and Accounting, by James O. Mc- 
Kinsey. Southwestern Publishing Company, 
Cincinnati, 1926. x, 416 pages. 

The author states in his preface (p-8) that the 
purpose of the book is to serve as an introductory 
course in bookkeeping for use in secondary schools. 

There are twenty-six chapter in the book. The 
first four chapters are devoted to an explanation 
of the basic business and economic factors and 
their bearing upon accounting practices; the need 
and object of accounting and a brief discussion of 
the simple statements of commercial enterprises. 
Nine chapters deal with the derivation, construc- 
tion, purpose, classes, and analysis of accounts. 
Nine chapters give the need, purpose, and forms 
of original entries. Two chapters are devoted to 
practice sets and two chapters to explanation of 
business forms. 

The author is to be commended upon the vast 
amount of understandable material used in illus- 
trating and interpreting individual problems. The 
scope of elementary accounting is well covered and 
few phases of the subject are omitted. 

Each chapter contains a discussion of principles, 
a list of questions, and exercise to illustrate the 
theory of content. The material is comprehensible 
and understandable. It offers a sufficient amount 
of practice data and each new phase is treated in 
detail. 

The statement method of approach is used in 
introducing the work, and decrease and increase 
of accounts are given as a basis for journalism. The 
standardized method of practice are developed 
with the exception of one or two cases. Salary is 
charged at the end of the period to a deferred 
expense. This is certainly a questionable procedure 
for in this same deferred expense account are 
grouped all the other expense accounts and al- 
though the method used gives the correct net profit, 
it is very doubtful whether it is strictly in accord- 
ance with the best recognized accounting practices. 
This is done after developing the theory of the 
deferred expense account with the other more 


familiar accounts of that type and is, no doubt, an 
effort to simplify the students’ introduction to the 
subjects of salary and other similar accounts. 

It is the opinion of the reviewer that tne dis- 
cussions of separate principles are so widely segre- 
gated that the immature student will experience 
grave difficulty in properly co-ordinating the sub- 
ject as a unit. The pupil of a secondary school is 
immature not only because of his age but also 
because of his lack of business experience. Only 
two practice sets are offered to enable the student 
to interpret the composite parts with reference to 
their relationship to the subject as a whole. 

The author’s methods are a drastic departure 
from past procedure in text books of the subject. 
The attempt to emphasize the managerial phase 
of the subject creates an academic atmosphere 
which is entirely new to secondary bookkeeping and 
which is certainly a very commendable part of his 
contribution. C, Trumso 


Insurance, by S. B. Ackerman. Ronald Press, New 

York, 1928. ix, 609 pages. 

In this book Mr. Ackerman, Assistant Professor 
of Insurance at New York University, has at- 
tempted a most comprehensive survey of the entire 
field of insurance and has assembled, in one book, a 
necessarily brief, but, nevertheless, clear and com- 
plete study of practically all the forms of coverage 
in general use in the insurance business of today. 

After devoting a few pages to the fundamentals 
and needs for insurance, he plunges boldly into a 
chapter entitled “Life Insurance,” and in fifty 
pages covers with surprising completeness, a sub- 
ject upon which volumes have been written. Then, 
in the small space of forty-two pages he covers 
“Fire Insurance,” in which he includes the “Stand- 
ard Policy” and a description of the various forms 
and clauses usual to that division of the business. 
In an almost unbelievable way he seems to be 
possessed of the ability to cover a tremendous 
subject in a very short treatise. 

Leaving these two major subjects, on either of 
which he might have spent the whole six hundred 
pages, he proceeds with a similar digest of the 
forms and fundamentals of some nineteen other 
“coverages,” setting forth the salient points of 
each, and leaves the reader at least an understand- 
ing of the purposes and intent of the great variety 
of contracts which are being offered. 

The last chapters of the book are devoted to a 
description of the types of companies, their organi- 
zation and management and their methods of carry- 
ing on the business, including a chapter on rating 
methods. One chapter is devoted to, and most 
interestingly treats with the investment problems 
of companies, while still another devotes twenty 
pages to the legal aspects of the contracts. 

As a book for ready reference and concise state- 
ments and interpretations of a very wide variety 
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of forms and contracts, it is most complete. Al- 
most any of the subjects of the twenty-nine chap- 
ters might serve as the subject for a complete book, 
and in attempting the task of condensing so much 
into so small a space, Mr. Ackerman faced an almost 
overwhelming problem. In the volume he has pro- 
duced what seems to me to be the most complete 
insurance reference work yet assembled in one 
volume, and offers to the student or the purchaser 
of insurance a reliable and understandable source 
of information in most compact form. 
W. 


Principles and Exercises in Accounting, by Na- 
thaniel Filfus. Globe Book Company, New 
York, 1928. VIII, 192 pp. 

It has long been felt in many quarters that there 
is great need for a book which would provide drill 
material for the student of Accounting who desired 
“a thorough and complete knowledge of accounting 
theory, principles and practice,” and which at the 
same time was not too technical and difficult of 
comprehension by the typical high school student. 
The aim of this little book is to meet this need, 
particularly for the high school student, but in part 
also for the University student. 

The book consists of ten chapters, as follows: 
1. Branch Store Accounting; 2. Joint Enterprises; 
8. Working Sheet; 4. Comparative Balance Sheets; 
5. Statistics and Graphs; 6. Consolidated Balance 
Sheet; 7. Insolvency; 8. Investment Accounting; 9. 
Cost Accounting; and 10. Non-Commercial Organi- 
zation Accounting. 

Since the intention is largely to furnish drill 
material very little text discussion is provided, it 
being assumed that lectures and text book assign- 
ments will be given. And yet it is far from merely 
a book of problems. Each chapter furnishes illus- 
trations of journal entries, statements, and solved 
problems which may be used as models for the large 
amount of excellent drill material provided. 

The book has very much to commend it, and is 
certainly worthy of consideration. Written largely 
for high school purposes, the topics introduced are 
too few in number, and the treatment too frag- 
mentary to serve for a general University course. 
And yet many of the problems available would be 
of great value in any University course. 

W. S. 


Industrial Organization and Management, by Wil- 
liam B. Cornell. Ronald Press, New York, 1928. 
xiii, 653 pages. 

The last few years have brought out a good 
number of sound books giving a direct approach to 
Management, and a few dealing with production 
in the groupings and terminologies of the econom- 
ist. One therefore takes up a new book in this 
field with some doubt as to whether it will be found 
to say anything that has not already been well said. 

While Professor Cornell has presented mainly 


the usual subject matter, more or less in the usual 
order, he has nevertheless made a real contribution, 
One’s first impression in reading the early chapters 
is that the numerous commentaries illustrating and 
emphasizing the text represent the sort of thing 
that everyone has thought of, but on second thought 
their value appears: these do indeed dwell upon 
the things that no one can get far in Management 
without thinking of—but it must not be forgotten 
that the undergraduate student has not yet gone 
far in Management. They represent substantially 
the things that one would wish to say to the class, 
and to have the students use as a taking-off point 
for their own thinking, and they are said lucidly 
and simply. This obligato of commentaries is one 
of the good features of the book,—though by no 
means the only one. 

The chapter on Chartering and Recording and 
the subsequent references to this same material 
give the student a good chance to learn to use 
charts rather than merely to remember them or 
wonder at them. The chapter on Irreducible Mini- 
mum of Functions is an excellent beginning along 
a valuable line which it may be hoped the author 
will expand still further in later editions—it reflects 
appreciation of the student’s need of a simple and 
general start in a new and diversified thought ares. 
Under the several chapters dealing with detailed 
activities there is again this feeling for the require- 
ments of collegiate students. If the beginner in 
Management understands—as he can hardly fail to 
—the clear aad simple outline of scheduling that is 
presented, he will not have much difficulty in ex- 
panding this nucleus of knowledge to a compre- 
hension of the real and difficult art when he arrives 
in a factory. 

It is quite likely that certain omissions are in- 
tentional, since the things omitted are largely of 
the sort that experience shows may well be pre 
sented by word of mouth in class discussion. For 
one example—the job is outlined, the kind of man 
is diagrammed and illustrated, and we may assume 
that it is left to the classroom to give the student 
a really vivid picture of what a works manager, 
or a master mechanic, or a foreman, does for a liv- 
ing day by day in average operation. 

The book is an uncommonly interesting one, 
well suited to its main use as a background for 
teaching and presenting an unusual number of 
lucid interpretive commentaries adapted to clear 
and establish in the student’s mind the bearing of 
the facts for which they furnish orientation. 

Jouw Gurney 


Betriebsanalyse, by Kurt Schmaltz. C. E. Poeschel 

Verlag, Stuttgart, 1928. 243 pages. 

The author a year ago published a treatise on: 
Analysis of Financial Statements in the U.S.A, 
with particular reference to the usefulness of 
these methods for German. This sub-title would 
not have been necessary, since this’ topic is not 
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taken up at all in the book. A survey of the 
American methods was given, a survey, which in 
spite of quite a few wrong interpretations showed 
a very close acquaintance with all the work done in 
this country. In the preface Dr. Schmaltz had 
promised to bring out soon another book showing 
methods developed in Germany and using financial 
statements of German concerns as illustrations and 
comparisons—an intention which was very valuable 
indeed. 

This second book does not, however, keep 
this promise; Dr. Schmaltz again uses almost ex- 
clusively the material presented by Bliss and adds 
little to the theoretical part of the problem. But 
the careful and logical way in which the material 
is presented makes the book worth-while even to 
Americans who are familiar with the works of 
Bliss, Gilman, Wall and others. Using the financial 
statements compiled by Bliss and showing the trends 
revealed by them through Gilman’s trend method, 
the author shows the influence of seasonal and 
cyclical fluctuation of business on different in- 
dustries. 


In dealing with the problem of capacity and 
the increasing and decreasing costs resulting there- 
from, he evidently has not used John D. Black’s 
“Production Economics,” whose clear graphical 
presentation of the principle of diminishing and 
increasing economic input and output would have 
helped him considerably. His theory (based on 
Sombart) that the capitalistic process of rational- 
ization tends to increase the turnover of the current 
assets and to slow up the turnover of fixed assets 
is very interesting: A theory which might be used 
to reconcile the divergent views of Béhm-Bawerk 
and Lexis with respect to the nature of the round- 
about process of capitalistic production. But again 
no material is presented to prove this law. The 
same holds true for his contention that industries 
with a high margin of profit and a slow capital 
turnover show heavier fluctuations of earnings than 
industries in which this relation is the reverse. To 
mention Public Utilities only would endanger this 
belief. 

Going into the petty business of calling attention 
to smaller shortcomings one has reason for com- 
plaining that the quotations do not often give the 
pages of the books used. The material from Bliss 
used on page 78 is evidently false, but since not 
even the title of Bliss’s book is given, one cannot 
find out whether the orginigal or the copy is wrong. 

Rozert M. WEmENHAMMER 


Principles of Business Law, by Dillavou and How- 
ard. Prentice-Hall, Inc.. New York, 1928. 
xxviii, 781 pages. 

Within the last decade the problem of teaching 
commercial law to students of business has become 
more and more acute. The advantages, no less than 
the prestige, seemed to demonstrate to their gradu- 


ates offering law in schools of business that a 
method analogous thereto should be evolved to meet 
the needs of future business executives. Accord- 
ingly they have sought to furnish materials calcu- 
lated to develop the mental attitude and manner 
of approach held to be the characteristic result 
of presenting ideas in the dramatic way, and in 
the more assimilable and less mechanical form, of 
the case method. There are, however, equally 
familiar difficulties in the use of that method in 
collegiate schools of business. To be successful it 
presupposes students of intellectual maturity— 
generally college graduates—spending all their 
time—say three classroom hours ard six prepara- 
tion hours a day—in legal study. In most of our 
colleges the courses on business administration are 
open to undergraduates, and of those courses law— 
even if any at all is required for a degree—is cer- 
tainly no more important than numerous other 
subjects. The reviewer is not acquainted with any 
curriculum wherein the required hours in law com- 
prise as much as one-fifth of the academic hours 
required for a degree. Consequently there is no 
opportunity to analyze a sufficient number of 
judicial phenomena to lead by more induction to 
any helpful conclusion whatever. For this reason 
alone, therefore, the traditional case method would 
not suceed in such institutions. There are, however, 
other reasons also. The purpose of the case 
method is disciplinary, not informative, whereas 
in business courses the study of law is not to give 
practice in a certain kind of reasoning as an end in 
itself but is merely incidental to general business 
training. Intelligent laymen go wrong because 
they do not realize the dangers implicit in legal 
rules. They do not desire a legal mind nor do 
they admire what they know of legal reasoning. 
From these points of view instructors perceived 
the advantages of the crystallized ideas furnished 
by the text method, with its compact rules logically 
arranged, easily tabulated and readily remembered. 
The comprehensiveness and accuracy of this second 
hand knowledge seemed to them a more important 
part of the training of the business man than the 
experience of the case-method student laboriously 
developing from original sources his own summary 
of relatively fewer branches of the law. 

The text under consideration employs what 
seems to the reviewer the best method of dealing 
with the problem, although no examination of the 
question can be thought complete which does not 
take into account the so-called “functional ap- 
proach” which appears to treat the law in business 
problems as of merely casual or incidental import- 
ance. The advantage of this system is that it 
directs the attention of the student to the legal 
incidents of a problem which is being concurrently 
considered by him in its other aspects also. The 
doubt that might be felt is that unless the in- 
structor were conspicuously able, both as teacher 
and as lawyer, the legal principles might, without 
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some more defirite framework, prove too elusive 
to be captured even by the mature student. 

The present book of 781 pages is made up of 
an introduction (14 pages) followed by 870 pages 
of text and 386 pages of cases (about 350 in num- 
ber). The most important subdivisions are con- 
tracts (68 pages of text, 69 pages of cases), 
agency (85 pages of text, 37 pages of cases), 
negotiable instruments (72 pages of text, 69 pages 
of cases), business organizations (81 pages of text, 
91 pages of cases), personal property (41 pages of 
text, 46 pages of cases), and real property (35 
pages of text, 25 pages of cases). Especial praise 
is due to the form and content of the “review 
questions and problems” at the end of each chapter 
of the text illustrative of the scope of the preceding 
rules and of limitations upon their applicability. 

One cannot avoid the conclusion that more ma- 
terial-textual as well as illustrative—should have 
been given to contracts. This subject occupies 
just 18 per cent of the former and less than 18 per 
cent of the latter. The authors themselves say that 
“the law of agency, suretyship, sales, negotiable in- 
struments, corporations and partnerships are all 
superimposed upon the general principles of con- 
tract law.” (21) It would seem that a larger pro- 
portion of time and space should have been spent 
upon this basic department, and less upon subjects 
so remote as carriers and so intractable and his- 
torically unrelated as real property law. 

Another comment forcibly suggested again and 
again by the book is that the text is disproportion- 
ately large—870 pages, as against 886 pages of 
cases. In the judgment of the reviewer preliminary 
statements of universals should not in any sense 
be or purport to be a complete summary of what 
is to follow. The only synopsis a student can ad- 
vantageously use is one made by himself as a ré- 
sumé of texts and case read, and notes taken, by 
himself. What he learns merely through the eyes, 
without the necessity of constructive thinking in 
comparison, correlation, and recapitulation of his 
materials, has little permanent value. The text 
should merely point out clearly the exact nature 
of the succeeding problems, in order to arouse in 
the mind of the student those questions which are a 
condition precedent to learning. Even if a text 
is accurate, its pedagogic value is doubtful. What 
shall be said of one which (under the statute of 
frauds, 55) gives so important a matter as the 
parol evidence rule one sentence, without any refer- 
ence to the three familiar and almost equally im- 
portant qualifications; which states (194) that the 
promise constituting the acceptance of a bill of 
exchange must satisfy the requirement of a promise 
in a promissory note (whereas like an indorsement 
an acceptance may be in blank) *; which intimates 
(199) that ultra vires is always a real defence’; 


1 Lawless v. Temple 254 Mass. 895. 
*Compare Jefferson Bank v. Chapman-White- 
Lyons Co, 122 Tenn. 415. 


The Accounting Review 


and which (233)—without any suggestion that it is 
not the universal rule—fastens upon the members 
of a defectively organized corporation and un- 
limited liability of partners?* How can difficult law 
of such constantly recurrent importance as the 
statute of frauds (including both fourth and seven- 
teenth sections) be adequately dealt with in four 
pages of text (54-59) and six of cases (435-441) 
one of which, Weeks v. Crie, is concerned primarily 
with the distinction between entire and severable 
contracts? Why should not the text and/or the 
cases set out the fundamental principles of es- 
toppel and of purchase for value without notice? 
What teacher of business law would not admit con- 
stant difficulties with students over these matters? 
What help toward their solution is presented by the 
text under review? Why should anticipatory 
breach (65) and supervening impossibility (66, 67) 
appear in Chapter VI (“performance of con- 
tracts . . . . conditions . . . . excuses for non- 
performance”) whereas other methods of discharge 
appear in chapter VIII (“discharge of contracts,” 
chiefly occupied with bankruptcy)? Each of these 
is important in that it may affect rather the obliga- 
tion of an existing contract than the terms upon 
which that obligation shall be held to come into 
being. Surely in re. Wageman Piano Co. (595), as 
to whether or not a preexisting contract duty to 
pay money is discharged by the execution, delivery 
and retention of a promissory note, should be found 
in the cases on discharge of contract, not among 
those upon the discharge of negotiable instruments. 
Again the text (262) and Emanuel v. Bird (685) 
state without qualification a rule repudiated more 
than once by the Supreme Court of the United 
States* whose views are controlling in bankruptcy 
where alone the problem is likely to be of any 
importance. What was the business of the firm in 
Snively v. Matheson (624) which was held to be a 
non-trading partnership? Which is the student to 
select (and why) as between (a) the provision of 
the Uniform Partnership Act (Sections 17, 41) that 
the liability of an incoming partner for preexisting 
obligations of the firm is to be satisfied only out 
of firm property, (b) the statement in the text 
(260) that such liability is to be paid only out of 
his “interests in the partnership,” and (c) the rule 
in Freeman v. Huttig Sash § Door Co. (684) which 
differs from each of the foregoing? 


Take again the cases used. The value of a case 
lies in its authoritativeness, in the definiteness of 
the factual situation presented, or in the cogency 
of the opinion. From each of these points of view 
either Mississippi etc. Steamship Co. v. Swift 86 
Me. 248 or Donnelly v. Currie Hardware Co. 66 
N.J.L. 888 is an ideal case to the distinction be- 


* Compare Fay v. Noble 7 Cush. 188. 

* Murrill v. Neill 6 How. 414, and Farmers’ and 
Mechanics’ Nat. Bank v. Ridge Ave. Nat. Bank 
240 U.S. 498. 
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tween an offer and a preliminary negotiation to 
be embodied in a formal record. Why should these 
serviceable and leading decisions be displaced in 
favor of Van Hoosen v. Briscoe (896) which seems 
almost wholly without value in any of these three 
particulars? So as to the substitution of Savage 
vy. Markey Machinery Co. (417) for Roscorla v. 
Thomas 8 Q.B. 284. How can Hendrickson v. In- 
ternational Harvester Co. (408) or Moreland v. 
Mason (491) carry any particular weight when it 
does not appear in which of the fifteen courts in 
nine states the former, or of the eighteen courts in 
thirteen states the latter, was decided? It should 
not be thought that all the cases used are open to 
criticism. Aside from familiar decisions rightly 
appearing in most such collections are some ex- 
cellent ones well known (at least to the reviewer) 
such as those on 409, 480, 491, 510, 528, 540 (2), 
541, 573, 621, 629, 643, 669, 670, 681, and 727. But 
speaking generally neither the cases selected nor 
the form of presentation, is entirely unobjection- 
able. It seems to the reviewer that they are re- 
grettably lacking as to those elements which give 
eases their chief value for the student, and par- 
ticularly in that they fail to demonstrate how the 
judicial mind proceeds in analyzing facts and in 
stating the reasons which sustain the decisions 
thereon. Hvuen Bass 


The Theory of the Cost-Price System, by Arnold 
J. W. Keppel. Introduction by J. A. Hobson. 
George Allen and Unwin, Ltd. London, 1928. 
Although a small book this is a pretentious one. 

In the course of 183 pages, Mr. Keppel claims to 
“have gone deeper than any economist with whose 
works we are [he is] acquainted, both into the 
simple processes of Consumption and Production, 
and into the more complicated processes of Ex- 
change and Distribution—though with a greater 
economy of words.” We can only suppose that the 
author’s acquaintance with works in the field of 
economics is not wide. 

He produces a defence for the familiar socialist 
thesis that labor is the sole source of value and, 
consequently, the only cost of production. His 
problem is no less than the formulation of a plan 
for the reconstruction of the economic system in 
such fashion that goods and services will exchange 
for their “cost price”; i.e., the creation of a system 
in which rent, interest and profits, exploitation in- 
comes, will no longer find a place. 

In the introduction, Mr. J. A. Hobson lays it 
down that, most devotees of Economics, believing 
that their science is “well and truly laid” in a sound 
basis of law and principle, are scornful and im- 
patient of outside thinkers however well meaning, 
who claim to test afresh the validity of their ac- 
cepted foundations” Mr. Keppel has presented us 
with no good reason for supposing that this scorn 
should be moderated. E. S. Masow 


Effektem als Kapitalbeschaffungs mittel der Unter- 
nehmung, by Karl Theisinger. C. E. Poeschel 
Verlag, Stuttgart, 1928. 239 pages. 

This study on securities as means of providing 
funds for a concern is rather limited in scope com- 
pared with most American treatises on this topic. 
It deals with the problem both from the stand- 
point of the concern, i.e., how to obtain capital 
with the minimum of restriction and at the least 
expense and from the standpoint of the investor, 
i.e, how to choose securities which assure the 
highest return on the invested capital together with 
the amplest assurance of the continued security of 
his funds. But Theisinger neither attempts to give 
a systematic survey on Corporation Finance nor 
one on Investments; he is only interested in the 
taxonomy of the securities, which he divides very 
simply in stocks and bonds and their variations. 
For the American reader the book has interest 
since it provides in a reliable manner information 
on the German forms of securities, but it would 
prove insufficient if consulted for legal advice. 
From a theoretical point of view Theisinger’s 
treatise on rights, on the controversy of par value 
—no par value, and on the best denomination of 
stocks might be read with profit. 

Rosert M. WewenHAMMER 


Money and Banking, by John Thomas Holdsworth. 
D. Appleton and Company, New York, 1928. 
xix, 568 pages. 

This is a revised, enlarged and, we may add, 
improved edition of a text that has been a standard 
favorite in its field for fifteen years. The fact that 
it has gone through five editions in that period is 
sufficient testimony to the intrinsic merits of the 
book. 

The changes that have been made have been 
largely for the purpose of bringing it up-to-date. 
This has necessitated the introduction of certain 
topics that were not considered in the earlier edi- 
tions, such as Morris Plan banks, investment trusts 
and automobile financing. The many necessary 
changes in laws and statistics have also been made. 

The plan of organization of the book has been 
but little changed. It retains the two divisions, one 
on money and the other on banking. There has 
been some little rearrangement of the chapters. 
The appendix containing the text of the Federal 
Reserve Act has been omitted. 

It is perhaps inevitable in a work of this size, 
dealing largely with factual material, that some 
errors should creep in. Some are because of 
oversight in revision, others are original mistakes. 
The name of the originator of the Morris Plan 
banks was Arthur J. Morris, not Albert J. Morris. 
(p. 190). The State Bank of Ohio was not a state- 
owned bank, as Professor Holdsworth assumes. 
(p.17). It is no longer required that two members 
of the Federal Reserve Board be experienced in 
banking and finance (p. 472). At present the 
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Federal reserve banks hold all the required re- 
serves of the member banks and not simply a “pre- 
scribed percentage.” (p. 477). The statement 
that “By the year 1921 all the Federal reserve 
banks, except Dallas, had accumulated a surplus 
in excess of their subscribed capital” (p. 481) is 
true but misleading, inasmuch as at the present 
time only three banks have such a surplus. The 
authority to draw drafts to furnish dollar exchange 
has been granted to banks not only in South Ameri- 
can countries but also to banks in Central America, 
the West Indies, and Australia. (p. 499). Other 
such minor errors could be pointed out. 

As an historical and expository study of our 
monetary and banking systems the book is a very 
satisfactory piece of work. Professor Holdsworth’s 
practical banking experience has led him to devote 
more attention to the internal workings of a bank 
than is usually given in one volume texts. The 
writer can testify from experience that students 
find the book readable and understandable. 

In the opinion of the reviewer there are only 
two or less serious criticisms to be made against 
the book. One of these is that in the field of 
monetary theory it is weak or at least inadequate. 
Professor Holdsworth states that the value of 
money is determined by the principle of demand 
and supply and then devotes four pages to pointing 
out the sources of demand for and supply of 
money. Two and a half pages are devoted to a 
very simplified discussion of the quantity theory. 
Such a meagre treatment of monetary theory seems 
to the writer to be totally inadequate, both quali- 
tatively and quantitatively. To devote thirteen 
pages to such a topic as clearings and collections 
under the Federal reserve system and only two 
and a half pages to the quantity theory throws the 
book somewhat out of proportion. 

The other criticism is that there is too little con- 
sideration given to money and banking as social 
and economic institutions. The dominating réle 
which money plays in our life, how it colors our 
thinking and directs our activities, the stragetic 
position of the banker in controlling in our 
economic system, all these considerations which are 
essential to a proper comprehension and evaluation 
of our monetary and banking systems are almost 
entirely neglected. However, the teacher who is 
interested in these aspects of his subject can give 
them the desired emphasis in the class discussion. 

Viren. Wuurr 


Income Tax Procedure, by William B. Castenholz. 
La Salle Extension University Press, Chicago, 
1929. 130 pp. 


In reviewing this book emphasis must be placed 
on the purpose of the author; viz., “It is not in- 
tended that this Manual shall be complete and com- 
prehensive as to all income tax procedure, but that 
it shall deal with those ordinary and usual problems 
and features which concern the vast majority of 
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taxpayers, whether corporate or individual.” The 
author has adhered closely to this purpose and is 
to be complimented not only for what he has in- 
cluded but also for what he has so wisely excluded. 
This book covers in a clear, concise, and non- 
technical manner the essential facts regarding the 
Federal Income Tax law as it relates to individuals, 
partnerships, fiduciaries, and corporations. The 
matter discussed is well illustrated and, through 
the elimination of technical details, is easily under- 
standable by a person who had no particular ex- 
perience in or contacts with income tax matters. 
The field for a book which gives to the person, 
who is concerned only in a minor way with taxation, 
a clear explanation of the fundamental principles 
of income taxation is large, and, in my opinion, this 
book is quite suitable for this field. 
James V. Toner 


Business Balance Sheets, by Francis R. Stead. 
Isaac Pitman and Sons, New York, 1927. vii, 
152 pp. 


This book, written from the English point of 
view, is intended to present a non-technical dis- 
cussion of balance sheet construction and inter- 
pretation. 

The first eight chapters cover introductory 
matters, forms of financial statements, profit and 
loss accounts, the first scale, the counterpoise, 
profits and dividends, and directors and auditors. 
These chapters discuss theory and principles, and 
comprise thirty-six pages of the book. Chapter 
VIII presents examples of balance sheets of pri- 
vate concerns and Chapter IX those of companies. 
Accompanying each balance sheet is the author’s 
criticism, usually in the form of a brief comment 
on the arrangement of the statement, its complete- 
ness, and the financial condition of the enterprise 
that issues it. In some instances statements of 
profit and loss accompany the balance sheets, and 
comments cover these as well the balance sheets. 
These statements are illustrative of representative 
industries although, as the author says in the pre- 
face, they are “entirely imaginary.” 

The author’s theory relative to valuation as 
applied to the balance sheet is, first, that assets 
must be valued on a going concern basis as long 
as a business is prosperous; and, secondly, that in 
case of declining business asset values are probably 
declining much more rapidly than is the business. 
The book is written from the point of view of the 
going concern, consequently from that of going 
concern value also. As to questions arising relative 
to presentation of values on the balance sheet Mr. 
Stead says: “Opinions may easily differ on such 
points as reserves, provisions for depreciation, oF 
apportionment of outlay between capital and ex- 
penses; and honesty of intention may be recognized 
even where a particular line of policy may not be 
fully endorsed. It is entirely a different matter, 
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though if there exist grounds for suspicion that 
underlying motives are lacking in integrity.” 

The discussion of principles governing balance 
construction is concise but interesting. The author 
observes the tenets of time-worn practice—a plan 
that all careful writers interested in advancing the 
usefulness of science should follow. 

Although illustrations and standardized forms 
based on English legal requirements are necessarily 
of limited usefulness to the American reader, he 
may study the book with profit because it is based 
on sound theory. A. 


Federal Tax Practice, by R. H. Montgomery. The 
Ronald Press Company, New York, 1929. 447 
pages plus 310 pages of appendixes consisting 
of rules, forms, revenue acts, tables of parallel 
references and indexes. 


The introduction to this very valuable and com- 
plete treatise contains the following paragraphs 
which so clearly explain the need for the text that 
they have quoted herewith. 


“Accountants and taxpayers who have success- 
fully handled tax cases in the Treasury and before 
the Tax Board found themselves, under the 1926 
law, confronted by a new problem arising out of 
the designation of the Tax Board as being, in effect 
a court of record. Unless taxpayers decide in ad- 
vance that appeals will not be taken from adverse 
decisions, the procedure before the Board is tech- 
nical to a far greater degree than under the 1924 
law. 


“In many cases taxpayers are justified in de- 
ciding, in advance, to abide by adverse decisions of 
the Board. In that case it makes little difference 
whether or not all of the technicalities in what is 
known as a good record are observed. But there 
is a catch in this: in case the taxpayer wins (as he 
sometimes does), the Commissioner may appeal, 
in which case the taxpayer, in order to continue to 
enjoy the fruits of his victory, should have a per- 
fect legal record or on appeal may lose on techni- 
calities. He may have a successful operation on 
the merits and his case may die due to unskilful 
handling. The obvious deduction from the foregoing 
is that accountants and lawyers who practice be- 
fore the Tax Beard must fully acquaint themselves 
with the rules of evidence and procedure in order 
to insure a creditable record if and when an appeal 
to a Court of Appeals is necessary. 

“Accountants and taxpayers who are not law- 
yers cannot practice before the courts, but it is 
possible for them to acquire enough knowledge to 
practice before the Tax Board and subsequently 
turn over to lawyers appeal records which are in 
good and sufficient form. But the value of experi- 
ence in the trial of cases must not be minimized. 
A junior lawyer would not think of trying an 
important case until he had watched senior counsel 
try other cases, even though he were well satisfied 
with his theoretical training in evidence and trial 
practice. In order successfully to appeal there must 
be a record which satisfactorily presents all of the 
legal questions which the lawyer will wish to urge 


before the court of appeals. If one has not had 
good practical experience the legal ts 
may be lost sight of in the stress of a or 
trial which must proceed in an orderly manner and 
with reasonable s The Board in the past has 
commendable consideration for unqualified 
practitioners, but as time goes on the representa- 
tives of taxpayers may be to have a 
reasonable knowledge of the rules of practice and 
evidence, and be able to apply their knowledge 
from memory, on their feet, and without 
notice regarding the legal questions which will 
arise. 

“The author has endeavored to outline, in detail, 
in this volume all of the necessary and desirable 
steps to be taken to protect fully the interests of 
taxpayers. This volume is divi into three parts: 
“I. Procedure in the Treasury. 

II. Procedure in the Board of Tax Appeals. 

III. Procedure in the Federal Courts.” 


The chapter headings of the several parts of 
this text indicates the character of the contents: 


Treasury 
Organization and Administration 
Determination of Deficiencies 
Assessment of Deficiencies 
Payment and Collection of Deficiencies 
Credits and Refunds 
Penalties 


United States Board of Taw Appeais 
Organization 
Jurisdiction 
Pleading and Practice Before Hearing 
Preparation for Hearing 
Evidence 
Practice at Hearing 
Practice After Hearing 


Federal Courts 


Appellate Review of Board’s Decisions 
Suits for Refunds in Federal Courts 


Certainly no one who professes to be familiar 
with the federal tax laws should be unacquainted 
with the content of this text. It is a most excellent 
reference book. The mere citation of the material 
include as appendixes and indexes shows the 
abundance of valuable reference data included in 
the book: 

Appendix A, Provisions of the District of Co- 
lumbia Code on Evidence. 

Appendix B, Forms for Use in Board of Tax 
Appeals. 

Appendix C, Revenue Act of 1928, 

Appendix D, Revenue Act of 1926. 

Appendix E, Table of Parallel References Show- 
ing Correspondending Sections of the 1926 and 1928 
Revenue Acts. 

Appendix F, Table of Parallel References Show- 
ing Corresponding Articles of Regulations 69 and 
74-75. 

The indexes included are as follows: 


e 
is 
in- 
ed. 
on- 
the 
als, 
he 
ugh 
ler- 
ex- 
son, 
ion, 
les 
this 
R 
ead. 
t of 
dis- 
ter- 
tory 
and 
oise, 
tors. 
and 
pter 
pri- 
nies. 
hor’s 
nent 
lete- 
s of 
eets. 
ative 
pre- 
n as 
ssets 
long 
at in 
ably 
iness. 
f the 
going 
ative 
t Mr. 
such 
m, or 
d ex- 
ized 
ot be 
atter, 


144 The Accounting Review 


General Index. 

Index to Sections of 1928 and 1926 Laws. 
Index to Articles of Regulation 74 and 69. 
Index to Treasury Department Rulings. 


Index to Rules of U. S. Board of Tax Appeals. 


Index to Rules of U. S. Court of Claims. 


Index to U. S. Board of Tax Appeals Decisions. 


Tables of Cases. 


Accounting instructors teaching income tax 
work should by all means have this book on their 
reference shelves, and students should be made 
familiar with its content. It is recommended that 
every instructor engaged in practice have the text 
in his office library—he can not afford to be without 
it if he is actively engaged in federal tax work. 

F. H. Evweu 
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UNIVERSITY NOTES 


BROWN UNIVERSITY 


The following appointments have been 
made for the coming year: 

Mr. C. C. Bosland of the University of 
Minnesota, Assistant Professor of Finance. 

Mr. W. C. Beatty, of Wesleyan University, 
Assistant Professor of Economics. 

Mr. J. T. Phinney of Williams College, 
Instructor in Economics. 

Mr. A. K. MacRae, of the University of 
New Brunswick, and Mr. M. H. Conn of 
Brown, will be graduate assistants and Mr. 
Paul T. David of Antioch College fellow in 
economics. 

Professor Ralph E. Badger has resigned 
his professorship in economics to accept a 
Vice-Presidency in the Union Trust Company 
of Detroit. 


CARNEGIE INSTITUTE OF ,TECHNOLOGY 

Assistant Professor William T. Crandell is 

to be on leave for the coming year to continue 

graduate study at the University of Michigan. 

His position will be filled by Mr. R. W. Cole- 

man, who comes from the College of the City 
of Detroit. 


UNIVERSITY OF CHICAGO 

Mr. H. C. Daines has been appointed 
Assistant Controller of the University and 
will continue his teaching on a half-time 
basis. 

Mr. C. Rufus Rorem has been engaged by 
the Committee on the Cost of Medical Care 
to study hospital finances and costs. He has 
been on leave of absence for the Spring quar- 
ter. Mr. Rorem has resigned as Assistant 
Dean of the School, and Mr. H. G. Shields, 
Assistant Professor of Business Education, 
will assume that work. 

Mr. T. O. Yntema has been granted a 
year’s leave of absence to teach in the Gradu- 
ate School of Business at Leland Stanford. 
Mr. L. R. Edie leaves the University August 
1 to become Vice-President of the Investment 
Research Corporation, Detroit, Michigan. 

The School of Commerce and Administra- 
tion is offering a series of lectures during the 
summer session on “Modern Trends in Busi- 
ness Management.” 


UNIVERSITY OF GEORGIA 


Professor L. B. Raisty received his C.P.A. 
Certificate at the last November examinations. 


INDIANA UNIVERSITY 


Mr. A. L, Prickett has been re-elected Re- 
search Director for the Indianapolis chapter 
of the N.A.C.A. The chapter has just com- 
pleted a piece of research on “Fixed Capital 
Records,—their Forms and Uses.” Mr. 
Prickett will also serve as a member of the 
plant visitation committee for the national 
convention to be held at West Baden Springs, 
June 17-20. 

Mr. Mikesell, instructor in accounting, is 
also taking over the field of transportation in 
addition to his work in accounting. The ad- 
vanced accounting students have this year 
been given an opportunity to work for the 
Bureau of Business Research under Professor 
George Starr on a study of balance sheets 
and operating data for wholesale grocers. 


STATE UNIVERSITY 

It is planned to offer a new course in Gov- 
ernmental Accounting in the fal! quarter. 

A new accounting law has been passed by 
the present legislature, a copy of which was 
printed in the “Certified Public Accountant” 
for May. Under this act graduates of col- 
lege or university courses in accounting are 
required to submit only one year of practical 
experience for admission to examination 
whereas others will submit three years. Also, 
field examiners in the government service or 
in the service of the banking or insurance 
departments are considered to be engaged in 
public practice. 

UNIVERSITY OF LOUISIANA 

Mr. Earl A. Saliers, formerly of Yale and 
Northwestern Universities and editor of the 
Accountants Handbook, has accepted the po- 
sition of head of the Accounting Department 
for the coming year, in the newly organized 
School of Business Administration. 


UNIVERSITY OF MINNESOTA 

Three instructors in accounting are leav- 
ing the department this year. Mr. H. G. 
Fraine, who has served as auditor of student 
organizations in addition to his work in the 
department, has accepted a position in the in- 
vestment department of the First St. Paul Co., 
where he will do analytical work. Mr. C. C. 
Hostrup, B.A. University of Michigan, will 
enter the estate department of the same com- 
pany in similar work. Mr. Albert R. Mott 
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will continue graduate work, probably at the 
University of Michigan. 

Of the 20 seniors who practiced public ac- 
counting during the winter quarter this year, 
a fair number have made permanent connec- 
tions with the public accounting firms by 
whom they were employed. 


UNIVERSITY OF NEBRASKA 
Mr. Victor Z. Brink, instructor in account- 
ing, has resigned to join the staff of Arthur 
Anderson and Co., Chicago. 


NEW YORK UNIVERSITY 


Dr. Edward Gasparitsch has been ad- 
vanced to the rank of associate professor. 


OHIO STATE UNIVERSITY 

Mr. Olin E. Thomas has accepted a posi- 
tion as assistant professor of accounting at the 
College of the City of Detroit. He will begin 
work there at the beginning of the summer 
term. 

Mr. W. D. Wall has been re-elected as di- 
rector of the Ohio Society of Certified Public 
Accountants. Mr. J. B. Heckert and Mr. 
R. S. Willcox were re-elected to the board of 
directors of the N.A.C.A. 

A chapter of Beta Alpha Psi will be in- 
stalled here June 1. 


UNIVERSITY OF PITTSBURGH 


Mr. Carl J. Hammel, graduate assistant in 
accounting, is leaving the department. Mr. 
Allen J. Fisher, formerly of Carnegie Insti- 
tute of Technology, will be a new instructor 
and Mr. Rolf Griem, C. P. A., is to be an 
instructor in accounting in the evening divi- 
sion. 

Mr. Robert L. Ayars is developing a 
standard cost system for the undertakers of 
Alleghany county. 
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UNIVERSITY OF SOUTH DAKOTA 


Mr. Lloyd E. Devol of the University 
Michigan is to be a member of the s 
during the coming year. Mr. Devol 
have charge of courses in finance and eleme 
tary accounting. 


UNIVERSITY OF TEXAS 


Mr. Henry J. Rehn, Research Speci 
in Accounting, in the Bureau of Business R& 
search has been granted a leave of absence 
study and teach at the University of Chicag 

Adjunct professor C. A. Smith will be om 
leave next year studying and teaching at Com 
lumbia University. 4 

Professor Chester F. Lay will teach dure 
ing the first summer session at the Universil 
of Washington, and has been granted a lea 
of absence to teach at the University of Chit 
cago during the next school year. 


UNIVERSITY OF UTAH 


Professor E. E. Lorentzen, whose work! 
has been principally in economic theory left 
the department at the end of the winter) 
quarter to accept a position with the Goods 
rich Rubber Co. in the field of economic 
search. 

Professor Earl J. Glade who has taug 
in this department for the past fou 
years is leaving the department this year to 
devote his full efforts to managing 
broadcasting station. Mr. Henry Young is 
also leaving to enter the field of mercham 
dising. 4 

Mr. J. R. Mahoney, of Harvard Univer?) 
sity, will assume the work in economics theory” 
and Mr. Cecil Oakey, now at the University” 
of Texas, will take charge of the field of 
insurance. Mr. Oakey expects to receive his 
Ph.D. from California University this spring.” 
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